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PART |
Item 1 BUSINESS

Pegasystems develops customer service managenfigvdrecto automate customer interactions acrossaetionintensive enterprises. Ma

of the world's largest banks, mutual funds anditieadd organizations use the Company's solutionstegrate, automate, standardize and
manage a broad array of mission-critical custoreerise activities, including account set-up, recatlieval, correspondence, disputes,
investigations and adjustments. The Company'ssgstan be used by thousands of concurrent userariage customer interactions and to
generate billions of dollars a day in resultingigactions. Work processes initiated by the Compasystems are driven by a highly adaptable
“rule base" defined by the user-organization fesspecific needs. The rule base facilitates a leigél of consistency in customer interactions,
yet drives different processes depending on thtomes profile or the nature of the request. The Gany's open, mu-tier, client/server
systems operate on a broad variety of platforntduding UNIX, Windows/NT and IBM/MVS. The Companyfexs consulting, training and
support services to facilitate the use of its sohs.

Industry Background

Intensifying competition is forcing businesseseaduce costs while focusing on customer service genant as an important means of
differentiation. Many types of businesses are iasimggly recognizing customer interactions as @catibpportunity to solidify and expand
customer relationships. Due to the volume and pesgature of their transactions, it is especiailycal for financial services organizations to
implement cost-effective systems to manage custamenactions accurately and efficiently.

Providing high quality, cost-effective customensges management is complex. Organizations with @laiperations must be able to manage
customer interactions in different languages, thoees, currencies and regulatory environments.chaienge is magnified as the product
offerings of an organization increase and orgaitinatare combined. Work processes occasioned imgk £ustomer interaction often
involve multiple departments within an organizatiatnich may have different priorities and servitanslards, and may involve a variety of
different computer systems. Customers may contaorganization through various means, includingpgkbne, facsimile, the Internet or in
person. The organization must be able to respoadimely, accurate and consistent fashion oreisitomer defection.

Historically, in attempting to meet demand for newgtomer management software systems, organizdtaresfaced a choice between
building custom systems or purchasing third paystesms. Building custom systems or modifying thiedty systems can be slow and costly
and has often led to isolated, departmentalizedtisols. Traditional third party systems are oftefteixible, requiring organizations to confa
their work processes to the system, rather thasrwiézsa. Neither custom nor third party solutioagengenerally accommodated an
organization's need to evolve or expand operatidttout significant programming effort. Moreovegither has had the high volume
transaction processing or integration capabiliiesessary to support the comprehensive custonezaation requirements of large
organizations. Today, organizations need flexibbalable customer service management solutionsdimalbe implemented on an enterprise-
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wide basis to facilitate consistent, cost-effecttustomer service management.
The Pegasystems Solution

The Company's solutions integrate, automate, stdimgand manage on an enterprise-wide basis @ lamway of mission-critical customer
interactions for financial services organizatidns|uding account set-up, record retrieval, coroesgfence, disputes, investigations and
adjustments. Pegasystems' solutions provide aceelpaickbone that drives intelligent processingsaainlessly integrates an organization's
geographically dispersed and product specific sergperations and isolated computer systems. Blging these "islands of automation"
within large organizations, the Company's solutimsease the efficiency of service representatarasenable organizations to address
multiple customer needs during a single contact.

The Company's customer service management soluifersthe following advantages:

Flexibility and Consistency. The Company's solwiane based on rules defined by the user-organizathich drive various types of
processing depending on such factors as the cooftéimé customer request, the profile of the custigrithe organization's policies and
procedures and the authority or qualificationshef tustomer service representative. By modifyiagtte base, an organization can evolve its
processing to address the competitive requirentdrits business without costly and time consumegrogramming. Significantly, the rule
base feature of the Company's systems permitsgamization to establish consistent standards yetdnt differently with different segments
of its customer base and thereby "mass custontzeeérvices.

Scalability and Robust Functionality. The scalapitif the Company's multi-tier client/server arebiure allows an organization to add
branches or departments easily to new or existingess without performance degradation. Organinatmirrently entrust the Company's
systems with the storage and management of datingeto hundreds of millions of financial transans. The Company's systems can be
used by more than 4,000 concurrent users to maneiemer interactions and to process accuratel\saodrely transactions involving
billions of dollars a day that result from thosgenactions.

Ease-of-Use. The Company's client software apjdicaPegaVIEW-ACE, increases the effectivenessproductivity of customer service
representatives by providing them with a flexibtaghical user interface and processing capabilitiasleverage the power of client/server
desktop computers. The Company's solutions allastocner service representatives to focus on defigesuperior customer service, rather
than on mastering the protocols and proceduresuttfpte applications.

Integration Capabilities. The Company's open agchiire permits its solutions to be integrated withide variety of other applications and
technologies, including industry standard relatiatsabase management systems, advanced telephoipyreent and diverse storage media
(including magnetic, optical, tape and microfilmihe Company's solutions also support the messagefs of major financial transaction
networks such as the SWIFT international funds ndtywthe Federal Reserve's Fedwire system and iBA ¥ind MasterCard networks.
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Multi-Platform Server Support. The Company's solusi feature a common software code base whiclditian to facilitating maintenance
and enhancement development efforts, simplifiestimort of multiple platforms. The Company's sohs are designed to run on a broad
range of computer operating systems including IBMR&S/CICS and AIX/UNIX systems, Digital Equipmenbfporation's VMS and UNIX

systems, Microsoft's Windows/NT system and Sun digstems' Solaris UNIX system.

Improved Efficiency of Customer Service Represévdat Pegasystems' solutions actually perform watker than simply track a customer
service representative's tasks. Variable data elenfor example, date, amount, customer, accauiymatically route service requests and
invoke system processes, depending on an orgamzatile base. This feature allows customer semépresentatives to focus on revenue
enhancing opportunities, such as cross-selling,atimel matters requiring personal attention. Whesmise representative involvement is
required during a customer interaction, the Comfgasgiutions provide pertinent, consolidated infation to guide the service representat
Savings are realized through reduced talk timegfawanual processes and less rework.

Business Strategy

Pegasystems' objective is to become the leadingdmoof mission-critical client/server customengee management software to
organizations performing a high volume of completeiactions with demanding customers. To achieigedthiective, the Company is
pursuing the following strategies:

Leverage Strength in Financial Services MarketaBgstems provides customer service managemenios@ud many of the largest financ
services organizations in the world. The Comparseiking to expand its business with these orgtinimathrough a sales group focused on
marketing the Company's products and serviceshter ditusiness operations of these organizationsCbnepany is also leveraging its
relationships and expertise with large financialV®es organizations to penetrate the medium-direohcial services market.

Target Other Markets. Pegasystems believes thanshieance, telecommunications, medical, publilities, retail and other markets have
similar customer service management needs andhh&@ompany's core technology is readily adaptabieese additional markets. The
Company is exploring these additional markets,ibagpropriate, expects to develop the necessalysimy specific extensions of its core
technology and hire or otherwise gain access tegoerel with expertise in such markets.

Increase Sales and Support Efforts. Pegasystearadimto establish additional sales and supporesffand to increase significantly its
domestic and international direct sales forcesddition, the Company plans to develop furtheratationships with financial transaction
processors and consulting firms through which tben@any's products can be distributed and implendente

Develop Standard Product Templates. The Compamntigocommenced licensing standard product templiigt give organizations an
advanced starting point for configuring their work
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processes. The Company intends to continue to deaeld market standard product templates for filshservices organizations, including
templates for outbound telemarketing, collectiomd account set-up. The Company believes that tieesplates will facilitate more rapid
implementation of the Company's solutions and bella cost-effective way to address the needs dfemneaganizations.

Reduce Implementation Time. The Company is comigtd refine its PegaSTAR consulting methodologyapproach to the reengineering
of an organization's work processes that facilta®re rapid implementation of the Company's custamenagement systems and continued
evolution of such systems by an organization'sqrersl after initial implementation. This methodoJjagomplements the Company's standard
product templates in reducing the time requireitplement the Company's systems.

Maintain Technological Leadership Position. Pegesys is continuing to develop and invest in ithtedogy. Current development efforts
include the development of tools to facilitate doafiguration by an organization of its customawg® management system, the integration
of the Company's products with additional datababesinternet and intranet systems and suppatrarging technical and workflow
standards.

Technology

The Company's technology is designed to optimieepttrformance of mission-critical, customer servimagement processes over a variety
of computer platforms, networks and databases.gystgms' solutions have the following key technigiaigattributes:

"Any-Call, Any-Time, Anywhere" Information Manageme Effective customer response requires up-to-ibemation about the customer
relationship, regardless of how, why, when or whbheecustomer contacts the organization. Pegasgstarstomer service management
systems centralize core customer information tdifaie global access.

Multi-tier, Dynamic Distributed Processing. Althduthe Company's systems are currently used priynaré two-tier client/server
environment, they are also designed to run in aamrckd, highly scalable three-tier environmentrawitional three-tier client/server
environments, the user interface, the applicatmoec and the data are segregated onto separatdrtitéhe Pegasystems thrier-client/serve
environment, the application code, the rule basksafected data are replicated on both the cemtchkatellite tiers so that processing may
occur on either the central server or the distadwgatellite servers to minimize network traffidanhance performance. The rule base
determines the optimal location for processingdoun based on the nature of the work required hedlata involved. Rule base changes are
replicated across the organization's central atedlisa servers to facilitate consistent procesdigiall parts of the organization.

Inherited Workflow. Pegasystems solutions maintagmanizational consistency while providing the ftglity needed for mass customization.
The rule base of the Company's systems may beadke$io that certain processes are standardizedsaamazganization while others may be
superseded or supplemented by "local" rules talltwethe specific requirements of groups within
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the organization.

Resiliency. Fallback options are provided to deigth\Wwardware or network failure. For example, ithigee-tier environment, the PC client can
bypass a failed satellite server and connect dyréxthe central server. The Company is presemtigking to enhance its systems so that
should a failure occur at the central server, esatéllite server's replicated code and rule basi&gupport continued processing, with "store
and forward" capabilities to automatically re-syrartize the central server when it resumes operation

Platform Independence. Recognizing that organimat@ften use a variety of computer platforms, Pegfams provides technology
alternatives by supporting a range of mainframeasjammputers, PC networks and interface devicesil&the Company offers its advanced
Windows-based PegaVIEW-ACE application for the deigkthe Company's server applications can ala@ddumb terminals," allowing
organizations to preserve their investments indggeetworks.

Internet and Intranet Access. Pegasystems' sofutisa the Internet-based HTML (Hypertext Markupduage) to define display attributes
for its PegaVIEW-ACE graphical user interface, legng logic and presentation rules between PegaWACE and Internet/Intranet
workflows. Pegasystems' rules dynamically creatdHTorms, menus and displays, thereby facilitatinggraction with the Internet.
Pegasystems is a Netscape Development partneuppdrss the Netscape Commerce Server interface.

Interfacing With Other Systems. Pegasystems' opahitacture permits integration with a wide variefyother applications and networks,
including relational databases, legacy systemssaeckthrough IBM 3270 emulation, and messagingpoté. The Company offers a
Universal Application Programming Interface (ARiat allows an organization's custom software tonteggrated with the Company's
applications without the need to modify the Compsauegre application code. Pegasystems' soluticusiadegrate with other applications,
accounting systems and imaging products. The Coygpagstems support the message formats of maiandial transaction networks, such
as the SWIFT international funds network, the FallBeserve's Fedwire system and the VISA and Maaternetworks.

Storage Options. Data storage flexibility is impattto the Company's customers, and the Compaofj¥gase uses an innovative object-
oriented approach that dynamically maps data acaptd the type of workflow. Versions of the Compansystems designed to run on
Windows/NT can store customer service requestidaiticrosoft's SQL Server relational database, taedCompany has developed similar
compatibility in the Windows/NT, RS 6000/AIX ands8olaris environments for databases from Orackp&@ation.

Products
The Company's products employ a consistent ar¢hite@nd support the following customer service agament functions:
Receiving. Organizations receive service requestelbphone, mail, facsimile, or personal
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contact. Customer service representatives enteilslef incoming requests into PegaVIEW-ACE, tharpany's easy-to-use, graphical user
interface. Alternatively, electronic service reqsagceived from various networks and systems, asdhe SWIFT network, Fedwire system,
and the VISA and MasterCard networks are entenegtidly into the Company's system. The Company'®sysalso support direct electronic
access by customers through PCs, Internet brovasersoice response units. In all cases, the seremgest automatically initiates
appropriate processing.

Routing. As processing steps are completed, thep@agis systems categorize and queue the request &t automatic or manual
processing. Productivity-based load leveling andadhyic prioritization ensure high performance argpomsiveness. As work is processed,
each service representative's "wdigt" is automatically updated in real time. Thetgmns monitor each service request for conformemtee
organization's timeliness standards, automatiéatiseasing priority and generating warnings basethe service standards of the
organization.

Researching. The Company's systems determine wbeminformation is needed, where to locate it, bow to retrieve it from databases or
other repositories. Pegasystems' rule-driven psicg@utomatically extracts relevant data, dirédis the customer service representative or
customer, links it to the work, and keeps it readitcessible. The Company's systems can accessiatfon from multiple data sources,
whether maintained by the Company's systems at ffarty systems.

Responding. The Company's systems facilitate conwations by an organization with its customers bgnbining useidefined templates a
specific customer information to create persondlizerrespondence. When appropriate, service regasaes may further refine message
content before forwarding by mail, facsimile oratenic transmission, and may attach images oéstants, checks and other data. Follgw-
communications are automatically composed, custednind sent. Sensitive correspondence can be qémuadine review before release,
and the systems create a permanent audit trail ofistomer communications.

Resolving. Concluding a piece of work involves dgation of the organization's rules for resolvingeguest or stepping the customer service
representative through the process when human jedgimrequired. Resolution also includes the @eaif transactions, transmission to
production systems, management of financial adjests) posting of service charges, updating of gémedger accounts and synchronization
of multiple item requests.

Reporting. Data automatically collected by the Camps systems enables an organization to analyzeEseepresentative efficiency and
determine needs for service representative traioirdhanges to work processes. The Company's systeaduce reports, graphical output
and feeds to spreadsheets illustrating the volumlestatus of customer requests, the productivitgustomer service representatives and
service levels with specific customers.

The Company offers a number of different produessh with components and features designed to s&ldeaticular business areas, but all
sharing core technology and adaptable rule-drivengssing:

Page ¢



PegaCARD manages credit and debit card customéceeaperations by supporting a wide variety oérattions with cardholders and
merchants, including simple inquiries (for examlalances or credit limits), customer requestsrggiichanges, additional cards, credit line
increases) and problem management (disputes, dianige fraud, financial adjustments, penalties}ofated features include processing of
electronic chargeback messages and images froMabterCard and VISA networks. PegaCARD allows servepresentatives to move
seamlessly among multiple back-end accounting systeithout having to be familiar with the differgaotocols of each system.

PegaCLAIMS manages corporate and wholesale bamkistpmer service by supporting a broad spectrucustomer interactions, including
inquiries (product terms, rates), customer requ@sisount data changes, duplicate copies), andgrmimanagement (research, financial
adjustments). PegaCLAIMS processes customer santeections relating to money transfers, seasgithovement and control, global
custody, trade services, foreign exchange andmastagement, and features electronic message rp8WIH-T processing and interbank
financial compensation management.

PegaSHARES manages customer service for transéatsgdrokers, dealers, shareholder servicers agahfund managers by supporting
inquiries (share balances, net asset values, tthoiss), customer requests (account changes, copsatements) and problem resolution
(incorrect purchases, monetary adjustments). Autedhfzatures include share transfer accountirggalitire fulfillment and securities
processing compliance.

PegaTRACE facilitates retail banking and checkrahgpcustomer service by processing inquiries (antbalances, fees), customer requests
(copies of statements, account transfers) and @mbhanagement (research, financial adjustmentgaTHRACE securely manages the
suspense accounts that major organizations usntootthe flow of accounting entries. Additionabtures include integration with check
clearing systems, suspense ledger management;dabliticredit adjustments, and electronic checkgmément (ECP) interfaces.

PegaSEARCH and PegalNDEX manage high volumes bfved data, such as check information, containethultiple types of storage
media including magnetic disk, optical disk and met tape silos. These systems are designed danaations that process tens of millions
of checks per day and require seven years of axdhiteck data.

PegaPRISM and PegaREELAY are used by customeiceampresentatives to retrieve images, view themm BE and correlate them with
specific customer service requests. PegaREELAYsjzeaialized image retrieval product that automeggeest processing of reel microfilm.

PegaVIEW-ACE (the Advanced Client Environment) graphical client application designed for use whith Company's server applications
to increase the effectiveness and productivityust@emer service representatives. PegaVIEBQE organizes customer data to facilitate sel
representative effectiveness and supports grapimetiods to view and enter information.
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Product Pricing

The Company's systems are licensed to organizatiothsr agreements requiring the payment of feegaity in monthly installments, over
the term of the agreement. The amount of the liedes is based on various factors, including thalmr of concurrent users, the functione
of the system, the number of servers on which prounstalled, and the scope of business usagecdl recent individual system licenses
have provided for the payment of monthly installtsesf between $5,000 and $50,000. Some organizategeive discounts for licensing
multiple systems. The monthly license payments geiyebegin once a system is installed and accefted term of such licenses is typically
five years, subject to automatic renewal at theoization's option.

Services

Pegasystems' Reengineering and Client ServicespGwhich as of December 31, 1996 was comprise@qfe®ple located in the Company's
six offices, provides consulting, training and cusér support.

Consulting Services. The Company works with its@oers during and after system installation to gésger customer workflows to levera
the capabilities of the Company's systems. Usinmstallation approach based on its PegaSTAR (dyasystems Structured Technique for
Analysis and Reengineering) methodology, the Comgatonsultants assist customers in six major araaalysis, data collection, process
definition, configuration, piloting and measuremertie Company encourages team building and tran$tarowledge from its consultants to
an organization's staff through an interactive omdpction methodology. Pegasystems and its customerk together to design, document
and tailor the system's rule base to the custorogganization. Pegasystems' goal is to empoweugtomers' staffs with the knowledge and
confidence to operate, refine and evolve theiresyst

Training. The Company offers training programstfase persons within the customer organizationoresiple for evolving the rules that
drive the various processes related to customerdations. Pegasystems also organizes periodigusap meetings enabling customers to
exchange ideas, learn about product directionsrghatnce Pegasystems' development process.

Maintenance and Support. Pegasystems provides ebemsive maintenance and support services, whighimolude 24 hours a day, 7 days
a week customer service, periodic preventative tapance, documentation updates and new softwarases.

Each organization which licenses the Company'€8ysis required to enter into a maintenance canprawiding for the payment to the
Company of a monthly maintenance fee over the tdrthe related license agreement equal to apprdrimna8% of the license fee. The
Company's maintenance agreements typically obligatmsystems to provide up to a specified numbkowfs of consulting and support.
Organizations seeking additional consulting ancpsuipservices are generally charged an incremésgalanging between $90 and $170 per
hour.
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Customers

During 1994 Chemical Bank accounted for 16.8% ef@ompany's consolidated revenue. Chemical Bamkaalsounted for 12.6% of the
Company's 1995 consolidated revenue. In 1995 @ikilzand Household Credit Services accounted for%a@Ad 14.9%, respectively, of the
Company's consolidated revenue. In 1996, Bank oérea, Chase Manhattan Bank and Fleet Bank accodiote 4.5%, 11.4% and 10.5%,
respectively, of the Company's consolidated revenue

Pegasystems provides robust and scalable cust@mgcesmanagement solutions that can support timgissaf concurrent users based in
multiple countries, speaking different languag®esl working with different currencies. A represemvatist of the Company's major custonr
and the uses to which they apply the Company'systsds shown below:

Advanta Services Corporation - Credit card opematiincluding telephony center, correspondencergéna, collections, and dispute and
chargeback processing.

Banco Popular de Puerto Rico - Retail service centomation, check research, and consumer loariringnd service.

Bank of America - Retail/check customer service wsiarch, automation of branch support centessitutional funds transfer and foreign
exchange customer service for U.S. and Europearatipes. Credit and debit card correspondencedasplite and chargeback service
processing.

Bank of Ireland - Retail/check clearings and resigaautomation of branch support centers, and éxegpredit item review and verification.
Bangue Nationale de Paris - Institutional fundadfar service, research, and archive.

Barclays Bank PLC - Institutional funds transfeddoreign exchange customer service for internafioperations. Credit card (merchant and
individual) service including telephony center,respondence, and dispute and chargeback processing.

Cedel Bank - Global custody and securities moveroestomer service.

Citibank - Global funds transfer and foreign exa@oustomer service. Check-related customer seavideesearch. Domestic MasterCard
and Visa service including image integration, cgpandence, and dispute and chargeback processing.

Colonial Group - Mutual fund customer service sutipg telephony center and correspondence.
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Federal Reserve Banks of Boston and San FranciS8becek processing customer service, suspense leggegement, research, adjustment,
and archive.

Fidelity Investments - Mutual fund customer sengagporting telephony center and correspondence.

First Chicago NBD - Retail/check customer serviod eesearch. Wholesale banking, funds transfegkclwmrporate lockbox, and interbank
compensation service for global operations.

Franklin Templeton Group - Mutual fund customenges supporting telephony center, correspondenuerasearch.

Household Credit Services - Credit card servictuitiag telephony center, correspondence, dispuig chargeback processing. Private label
customer service for major retailers.

Marine Midland Bank - Institutional funds transferstomer service.

Mellon Bank Corporation - Retail/check customewnis, research, and archive. Wholesale, institatiocash management, and corporate
lockbox customer service.

Prudential Securities - "All-in-one" account suppamd service for brokerage, credit, and cleaniaggactions.

Trans Union Corporation - Credit bureau data-mamesge customer service for institutional customers @eal estate property appraisal
processing.

Sales and Marketing

The Company markets its software and services piirtarough a direct sales force. As of Decembkr®96, the Company's sales force
consisted of a total of fifteen salespersons inGbmpany's domestic and foreign offices. The Compatends to increase substantially the
size of its sales force. In addition, the Compangdeking to enhance the productivity of its disades force by hiring additional support
personnel to assist with the sales, marketing eclashical requirements of the Company's complexamgthy sales cycle. To achieve
significant revenue growth in the future, it wik Imecessary for the Company both to increase tkeasid to enhance the productivity of its
direct sales force. Competition for qualified sgdessonnel is intense and there can be no assuttasiciie Company will be able to attract
such personnel. If the Company is unable to hiditeshal qualified sales personnel on a timely batie Company's business, operating
results and financial condition could be materialhd adversely affected.
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The Company has recently begun to develop an icidilistribution channel by entering into an agreetwéth First Data Investor Services
Group, Inc., under which the Company's PegaSHARB8yzt will be integrated with a shareholder senggroduct distributed by First
Data. In addition, the Company has establishedha joarketing relationship with Sun Microsystemsthe future, the Company may also
market and sell its products through value addsellers (VARS) and systems integrators. There eandbassurance, however, that the
Company will be able to attract and retain VARsteyn integrators and other third parties that béllable to market and sell the Company's
products effectively.

To support its sales force, the Company conduct&etiag programs which include trade shows, putglations and seminars. Sales lead:
also generated by the Company's consulting st&R&and other third parties.

In 1994, 1995 and 1996, international sales reptede24.2%, 10.5% and 17.7%, respectively, of tbmgany's total revenue. See
"Management's Discussion and Analysis of FinarnCaidition and Results of Operations Results of @j@ms" incorporated herein by
reference from the 1996 Annual Report.

Product Development

Since its inception, the Company has made subatamiestments in product development. The Commatigves that its future performance
depends on its ability to maintain and enhancedutsent products and develop new products. The @owlp product development priorities
include (1) creating tools to enable organizatitnsonfigure more easily their customer service agament systems; (2) integrating the
Company's products with the Internet for custone#frservice and with intranet systems for departraleservice; (3) developing standard
Application Programming Interfaces that allow othkent workstation and server applications torioperate with the Company's systems;
and (4) enhancing existing interfaces between tragany's systems and popular applications suchasileand spreadsheets.

In 1994, 1995 and 1996 the Company's research enelapment expenses were approximately $5.4 mjl§dnl million and $8.2 million,
respectively.

Competition

The customer service management software markaeissely competitive and subject to rapid cha@mmpetitors vary in size and in the
scope and breadth of the products and servicesedff@he Company encounters competition primardynfinternal information systems
departments of potential or current customersdbaelop custom software. The Company also compéths(1) software companies that
target the customer interaction or workflow marksish as Remedy Corporation, Scopus Technologyahtt The Vantive Corporation; (2)
companies that target specific service areas ssi¥53 Systems Inc. and First Data Corp.; and (8legsional services organizations such as
Andersen Consulting that develop custom softwa@irjunction with rendering consulting servicesattdition, the Company expects
additional competition from other established anrying companies, including Oracle Corporation A& AG, as the market continues to
develop and expand. Increased competition maytresptice reductions, less
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beneficial contract terms, reduced gross margidd@ss of market share, any of which could matigriahd adversely affect the Company's
business, operating results and financial condition

The Company believes that the principal competitaators affecting its market include product featusuch as adaptability, scalability,

ability to integrate with other products and tedogés, functionality and ease-of-use, the timedyelopment and introduction of new
products and product enhancements, as well as grogfoutation, quality, performance, price, custossvice and support, and the vendor's
reputation. Although the Company believes thapitsducts currently compete favorably with regarduch factors, there can be no assurance
that the Company can maintain its competitive parsiagainst current and potential competitors.

Many of the Company's competitors have greatemuress than the Company, and may be able to responel quickly and efficiently to ne
or emerging technologies, programming languagesamdards, or to changes in customer requirememieterences. Many of the
Company's competitors can devote greater manageralancial resources than the Company can teldpy promote and distribute
customer service management software products mwvitlp related consulting, training and supporviges. There can be no assurance that
the Company's current or future competitors will develop products or services which may be supérione or more respects to the
Company's or which may gain greater market accepté®ome of the Company's competitors have edtablisr may establish cooperative
arrangements or strategic alliances among thenselwith third parties, thus enhancing their il to compete with the Company. It is
likely that new competitors will emerge and rapidyquire market share. There can be no assuraaicthéhCompany will be able to compete
successfully against current or future competitorghat the competitive pressures faced by the Gomwill not materially and adversely
affect its business, operating results and findrcadition.

Intellectual Property and Licenses

The Company relies primarily on a combination gbyright, trademark and trade secrets laws, asagationfidentiality agreements to protect
its proprietary rights. The Company also has ortergapplication pending in the United States iegato the architecture of the Company's
systems. While the Company believes that its pengdatent application relates to a patentable ingenthere can be no assurance that such
patent application or any future patent applicatidlhbe granted or that any patent relied uporti®y Company in the future will not be
challenged, invalidated or circumvented or thattsggranted thereunder will provide competitiveattages to the Company. Moreover,
despite the Company's efforts to protect its pedpry rights, unauthorized parties may attempbofwyaspects of the Company's products or
to obtain the use of information that the Compaggards as proprietary. In addition, the laws of sdoneign countries do not protect the
Company's proprietary rights to as great an exasmto the laws of the United States. There carol#ssurance that the Company's means of
protecting its proprietary rights will be adequatehat the Company's competitors will not indeperity develop similar technology.

The Company is not aware that any of its produdtiniges the proprietary rights of third partiehiefe can be no assurance, however, that
third parties will not claim infringement by the @pany with respect to current or future productsee Tompany expects that software
product developers will increasingly be subjednfoingement claims as the number of products amdpetitors in the Company's industry
segment grows and the functionality of productdifferent industry segments overlaps. Any suchnefaiwith or without merit, could be
time-consuming,
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result in costly litigation, cause product shipmeelays or require the Company to enter into rgyaitlicensing agreements. Such royalty or
licensing agreements, if required, may not be atadl on terms acceptable to the Company or awhith could have a material adverse
effect upon the Company's business, operatingteeandl financial condition.

From time to time, the Company licenses softwasenfthird parties for use with its products. The @amy believes that no such license
agreement to which it is presently a party is makand that if any such license agreement wetertainate for any reason, the Company
would be able to obtain a license or otherwise medther comparable technology or software on $eamd on a timetable that would not be
materially adverse to the Company.

Employees

As of December 31, 1996, the Company had a totaR6femployees, of whom 178 were based in the WiSitates and 42 were based in
Europe. Of the total, 84 were in research and dgweént, 68 were in consulting and customer supgartyere in sales and marketing, anc
were in administration and finance. The Companytsré performance depends in significant part uperncontinued service of its key
technical, sales and marketing and senior managgmeesonnel and its continuing ability to attraatiaetain highly qualified technical, sales
and marketing and managerial personnel. Compefitioauch personnel is intense and there can lassarance that the Company will be
successful in attracting or retaining such persbimthe future. None of the Company's employeesgjsesented by a labor union or is suk
to a collective bargaining agreement. The Compasyrtot experienced any work stoppages and consideedations with its employees to
be good.

Item 2 FACILITIES

Pegasystems' principal administrative, sales, ntiagkesupport, and research and development opegatire located in a 35,000 square foot
leased facility in Cambridge, Massachusetts. Thsddor this facility expires in March 1999, subjecthe Company's option to extend the
term for up to eight additional years. The Compalsp leases offices in New York, New York, Chicalli;mois, Dallas, Texas, San
Francisco, California, Reading, United Kingdom &atis, France pursuant to leases expiring betwaes 1997 and July 2006. The
Company believes that additional or alternativecepaill be available in the future on commercialyasonable terms as needed.

Item 3 LEGAL PROCEEDINGS

The Company is not a party to any material pendiiggtion or other legal proceedings.

Item 4 SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

During the fourth quarter of fiscal 1996 there weoematters submitted to a vote of security holders
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EXECUTIVE OFFICERS OF THE REGISTRANT

The names of the Company's executive officers ani@io information about them are set forth belemBDecember 31, 1996:

Name Age Position(s) and Office(s) Held

Alan Trefler ..o 40 President, Clerk and Director

Clifford R. Balzer ........cccocceveeninns 46 Vice President of Reengineering and
Client Services

Eugene A. BONte .......cccvvveveeevenennnnne 46 Vice President of Market Strate gy and
Delivery

Joseph J. FrisCia .......ccoceevviiienenne 41 Vice President of Sales and Mar keting

Kenneth W. OISON .......cccoocviveeiiinnen. 46 Vice President of Technical Dev elopment

Michael R. Pyle .........coooiiiiiiienns 42 Vice President of Applications
Development

Ira Vishner .......ccccocoviiiiiinnn. 43 Vice President of Corporate Ser vices,
Treasurer, Chief Financial Off icer

and Director

Executive officers of the Company are elected leyRBbard of Directors on an annual basis and semtiktiie next annual meeting of the
Board of Directors and until their successors Haaen duly elected and qualified. There are no fareiationships among any of the
executive officers or directors of the Company.

Alan Trefler, a founder of the Company, has sea®&®resident and Clerk and has been a directa giecCompany's organization in 1983.
Prior thereto, he managed an electronic funds feapsoduct for TMI Systems Corporation, a softwangl services company. Mr. Trefler
holds a degree in economics and computer scienoe rartmouth College.

Clifford R. Balzer joined the Company in Decemb@841 as Vice President of Reengineering and Clienti€es. From January through
November 1995, he was a Senior Consultant for AfthiLittle, a research and consulting firm. FroatyJ1990 through January 1995, |
Balzer was employed as a Director of U.S. Consyilim DMR Group, Inc., an international consultifignf. Mr. Balzer holds a B.A. from
Kansas Wesleyan University and an M.B.A. from FardHJniversity.

Eugene A. Bonte joined the Company in April 1996/&% President of Market Strategy and Delivery.wies a founder of Object Design,
Inc., a developer of object database managemeteinsgsand tools, where he served as Vice PresidemtAugust 1988 through September
1995 and was responsible, at different times, farketing, corporate development and product managervir. Bonte holds a B.A. from T
Johns Hopkins University and an M.B.A. from the #ad Business School.

Joseph J. Friscia joined the Company in 1984 tabéish its New York office and has served as VioesRlent of Sales and Marketing since
1987. Prior to joining the Company, he worked asomey transfer operations manager with BankerstT@ampany and J. Henry Schroder
Bank and Trust Company. Mr. Friscia holds a B.AnfrLong Island University and an M.B.A. from Adeipiniversity.
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Kenneth W. Olson, a founder of the Company, hageskas Vice President of Technical Developmentest883. Prior thereto, he managed
the development of specialized computer systemkafge-volume transaction processing for TMI Syst&@orporation. Mr. Olson holds an
S.B. in Humanities and Sciences from the Massadtausestitute of Technology.

Michael R. Pyle joined the Company in 1985 as aliegtion development manager and has been Vicgdenat of Applications
Development since 1990. Mr. Pyle holds a B.C.Snftbe CS College in London. Prior to joining then@pany, Mr. Pyle worked in Europe
and the United States developing and deployingelamle communications systems for the financidl@mmercial sectors.

Ira Vishner, a founder of the Company, has sergediee President of Corporate Services, TreasurgiGhief Financial Officer of the
Company since 1983 and has been a director sirf®xe Pior to 1983, he worked in the executive effiof TMI Systems Corporation where
he was responsible for corporate planning, findrazialysis and product marketing. Mr. Vishner ha@dsS.B. in Mathematics from the
Massachusetts Institute of Technology.
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CERTAIN STATEMENTS FOR PURPOSES OF THE "SAFE HARBOR " PROVISIONS OF
THE PRIVATE SECURITIES LITIGATION REFORM ACT OF 199 5

The Company, desiring to avalil itself of the "shégbor" provisions of the Private Securities Litiga Reform Act of 1995, wishes to caution
readers that the following important factors, amotiters, in some cases have caused and in the fedufd cause the Company's actual
results to differ materially from those expressefbrward-looking statements made by or on behalfi@ Company in filings with the
Securities and Exchange Commission, press releasksral statements.

RISK FACTORS
Potential Fluctuations in Quarterly Results; Seasoality

The Company's revenue and operating results haiedveonsiderably in the past, and are likely to@nsiderably in the future. Such
fluctuations may be particularly pronounced becausignificant portion of the Company's revenuanyg quarter is attributable to product
acceptances or license renewals by a relativelyl smaber of customers, and reflects the Compagmyliey of recognizing license fee
revenue upon product acceptance or license rerievaal amount equal to the present value of the toramitted license payments due du
the initial license term or renewal period, as¢hse may be. Product acceptance is preceded bypdenientation period, typically ranging
from three to six months but in some cases sigaifly longer, and by a lengthy sales cycle. The @amy's sales cycle is subject to a number
of significant risks over which the Company hatidibr no control, including customers' budgetingstraints and internal authorization
reviews. Product implementation may be delayedfeariety of reasons including unforeseen techmicatblems and changes dictated by the
customer in the scope or schedule of the implentienteDther factors contributing to fluctuationstire Company's revenue and operating
results include changes in the level of operatikpeeses, demand for the Company's products anitegythe introduction of new products
and product enhancements by the Company and itpetitors, competitive conditions in the industrylareneral economic conditions. The
Company budgets its product development and otereses anticipating future revenue. If revenus fa¢low expectations, the Company's
business, operating results and financial condiianlikely to be materially and adversely affedbedause only a small portion of the
Company's expenses vary with its revenue. As dtreélsa Company believes that period-to-period carigons of its operating results are not
necessarily meaningful and should not be reliechupgredict future performance. There can be sarasice that the Company will be able
to maintain profitability on an annual or quarteblgsis.

The Company's business has experienced and mapwend experience significant seasonality. In négears the Company has recognized
a greater percentage of its revenue in its thidifanrth quarters than in the first and second tgusudue to the Company's sales commission
structure and the impact of that structure onithég of product acceptances and license renewatsitomers. This pattern is reinforced by
the Company's maintenance contracts, which ewtigéomers to, among other things, a fixed numbéioafs of service per calendar year.
Once the annual allotment of service hours is esteal) customers pay for additional services onaurtli basis, typically resulting in higher
services revenue in the Company's second, thirdaurth quarters.
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Due to the foregoing factors, it is possible timas@me future quarters the Company's operatindtsesill fall below the expectations of the
Company, market analysts and investors. In suchtetlee price of the Company's Common Stock woiliely be materially and adversely
affected.

Dependence on New Products; Rapid Technologicah@haProduct Development and Implementation Risks

The market for customer management software aatecetonsulting and training services is subjecapid technological change, changing
customer needs and preferences, frequent new grimderiuctions, and evolving programming languagea industry standards that may
render existing products and services obsolete Cldmpany's position in its current market or ottnarkets that it may enter could be eroded
rapidly by product advances. The life cycles of @mpany's products are difficult to estimate, tredCompany's growth and future
performance will depend in part upon its abilityetthance existing products, and to develop anddntre new products that keep pace with
technological advancements, meet changing custmmgeirements, respond to competitive products,aaiieve market acceptance. The
Company's product development efforts require aacegpected to continue to require substantialstments by the Company for research,
refinement and testing, and there can be no assithat the Company will have the resources sefiicio make such investments. The
Company has in the past experienced developmesi@lsl and there can be no assurance that the @gmaplanot experience difficulties
which would delay or prevent the successful develant, introduction or implementation of new or emted products. In addition, there can
be no assurance that such products will meet tgnements of the marketplace and achieve marleetpgance, or that the Company's cur
or future products will conform to changing indystequirements. If the Company is unable for tedbgioal or other reasons to develop,
introduce or implement new or enhanced productstimely and effective manner, the Company's bssineperating results and financial
condition could be materially and adversely affdcte

Products as complex as the Company's may contairsehat may be detected at any point in the prtsiiife cycles. In the past, the
Company has discovered certain errors in its prisdaied has experienced shipping delays while surolnsewere corrected. Such errors have
also required the Company to ship corrected pradiacéxisting customers. There can be no assuthaterrors will not be found in the
future resulting in the loss of, or delay in, mdreceptance and/or sales and revenue, diversidevalopment resources, injury to the
Company's reputation, or increased service andangricosts, any of which could have a material esbseffect on the Company's business,
operating results and financial condition.

Computing Platform Shift; Compatibility with Third Party Relational Databases

The majority of large financial services organiaat have traditionally used IBM MVS or Digital EQuient Corporation VMS systems for
transaction processing. Increasingly, however, suighnizations are migrating towards more open UBihd Windows/NT server operating
systems to meet their transaction processing reqpgints. Responding to this trend, and while coitinto support its core IBM and Digital
Equipment Corporation platforms, the Company consadrefforts in 1992 to evolve versions of its praiduo use the C++ programming
language and run on a variety of open platform®dnember 1995, for the first time one of the new+®ersions of the Company's products
was used in production by a customer of the Compahng Company has since shipped new C++
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versions of its products for use on RS 6000/AIXgikl OpenVMS, Sun Solaris and Windows/NT platformfswhich the RS 6000/AlX,
Digital OpenVMS and Sun Solaris systems have beeudht into initial production use. The Companwdsively working with customers to
bring additional installations of these product® iproduction. There can be no assurance thatateversions of the Company's products
meet the requirements of the marketplace and aemmarket acceptance, or that organizations willhnigrrate to other computing platforms
not supported by the Company. Moreover, there eandbassurance that, notwithstanding the bendfitseonew versions of the Company's
products, some of the Company's existing customesschoose not to migrate to UNIX and Windows/N$tems. In such event, the
Company may be required to support both the oldrevdversions of its products, which could haveatemal adverse effect on its business,
operating results and financial condition.

The Company believes that the compatibility of oustr service management software systems with popelational databases is an
important factor in the purchase decision of mamanizations. Consequently, the Company recentigldped and shipped Sun Solaris and
Windows/NT versions of its software capable of isigpamork items in Oracle and Microsoft SQL Servelational databases. However, the
Company's existing and potential customers may ddrttezat the Company's systems be compatible witeratlational databases and there
can be no assurance that the Company will not expes difficulties which would delay or prevent theccessful development or introduct

of these additional capabilities. Any such difftgutould have a material and adverse effect orCibrapany's business, operating results and
financial condition.

Dependence on the Financial Services Market; Indust Consolidation

The Company has derived all of its revenue to ftate customers in the financial services marked @ Company's future growth depends,
in large part, upon increased sales to this maifltet.financial condition of the Company's custonad their willingness to pay for the
Company's products and services are affected byetiive pressures, decreasing operating margittérwthe industry, currency
fluctuations, active geographic expansion and ddagign. The Company believes that its customengiipasing patterns are somewhat
discretionary. As a result, demand for the Comapsoducts and services could be affected by thdition of the financial services market
or a deterioration in economic or market conditigagerally.

The financial services market is undergoing inteslm@estic and international consolidation. In régears, several customers of the
Company have been merged or consolidated out epigndent existence, and there is no assurancéhnéh@mpany will not experience
declines in revenue occasioned, in whole or in, frfuture mergers or consolidations. Any decliméhe demand for the Company's prod
would have a material, adverse effect on the Corylpdiusiness, operating results and financial ¢aomdi

Uncertainty of Growth into other Markets

As part of its growth strategy the Company is explpthe possibility of applying its technologyttee customer service management
requirements of markets other than financial
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services, such as insurance, telecommunicationgicaiepublic utilities and retail. The Companyibeks that in connection with such efforts
it will be necessary for the Company to hire adaisil personnel with expertise in these other markidiere can be no assurance that the
Company will be successful in adapting its techgplto these other markets or in attracting andnigtg personnel with the necessary
industry expertise. The inability of the Companytmetrate these other markets could have a nmladriarse effect on its business, opere
results and financial condition.

Risks of Customer License Non-Renewal

To date, a substantial majority of the Compang®rses have been renewed upon expiration. Revémnibetable to license renewals has
historically accounted for a significant portiontbé Company's total revenue. There can be noasseithat a substantial majority of the
Company's customers will continue to renew expitiognses; any such naenewal would require the Company to obtain revdémma other
sources in order to achieve its revenue targetiedkease in the Company's license renewal rat®utitiffsetting revenue from other sources
would have a material adverse effect on the Conipdiysiness, results of operations and financiadlition.

Dependence on Key Personnel

The Company's future success depends to a sigmtiodent on Mr. Trefler, its other executive offis and certain technical, managerial,
consulting, sales and marketing personnel. Thedb#®e services of any of these individuals orugrof individuals could have a material
adverse effect on the Company's business, openasuits and financial condition. None of the Compa executive officers has entered into
an employment contract with the Company, althouagthds subject to a non-disclosure and non-conigeiitgreement with the Company.
The Company does not have, and is not contemplagngring, any significant amount of key-man lifsirance on any of its executive
officers or other key employees. The Company beBdahat its future success also will depend sicguifily upon its ability to attract, motivate
and retain additional highly skilled technical, ragerial, consulting, sales and marketing persommglarticular, delays in hiring and training
qualified sales personnel would adversely affeet@ompany's operating results due to the substintia period between the identification
new customers and the successful implementatiormergptance of the Company's products by thoseroess. Because developing, selling
and maintaining the Company's products requiresnsite knowledge of computer hardware and operaiistems, programming languages
and application software, the number of qualifiedeptial employees is limited. Moreover, competitfor such personnel is intense, and t
can be no assurance that the Company will be ssittés attracting and retaining the personnegguires to continue to grow and operate
profitably.

Intense Competition

The market for customer service management softaadeelated consulting and training serviceslegirely new, intensely competitive and
highly fragmented. The Company encounters sigmficampetition from internal information systempddments of potential or existing
customers that develop custom software. The Compksmycompetes with companies that target the mestiteraction or workflow
markets, and professional services organizaticatsdévelop custom software in conjunction with et consulting services. Such
competitors vary in size
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and in the scope and breadth of products and ssreiffered. The Company anticipates increased ctitiopgfor market share and pressure
reduce prices and make sales concessions, whidth w@terially and adversely affect the Company'sitess, operating results and financial
condition.

Many of the Company's competitors have greateruress than the Company, and may be able to responel quickly and efficiently to ne

or emerging technologies, programming languagesamdards, or to changes in customer requirememieterences. Many of the
Company's competitors can devote greater managerialancial resources than the Company can teldpy promote and distribute
customer service management software products mwitle related consulting and training servicesrhcan be no assurance that the
Company's current or future competitors will notelep products or services which may be superiami@ or more respects to the Compa

or which may gain greater market acceptance. SdrifeedCompany's competitors have established orestgblish cooperative arrangements
or strategic alliances among themselves or wittd tharties, thus enhancing their abilities to corapeth the Company. It is likely that new
competitors will emerge and rapidly acquire masdtetre. There can be no assurance that the Compkubg &ble to compete successfully
against current or future competitors or that thpetitive pressures faced by the Company willmaterially and adversely affect its
business, operating results and financial condition

Management of Growth

The growth in the size, geographic scope and coriplef the Company's business and the expansiais pioduct offerings and customer
base have placed and are expected to continuade plsignificant strain on the Company's managtroparations and capital needs. The
Company's continued growth, if any, will requiredthire, train and retain many employees botth@Wnited States and abroad, particularly
additional sales and financial personnel, and aldb require the Company to enhance its financidlraanagerial controls and reporting
systems. There is no assurance that the Companyaaage its growth effectively or that the Compuaiili/be able to attract and retain the
necessary personnel to meet its business challelfigies Company is unable to manage its growtkatively, the Company's business,
operating results and financial condition coulchieterially and adversely affected.

Risks Associated with International Operations; Curency and Other Risks

Sales to customers headquartered outside of thiedJStates represented approximately 10.5% and&dl@fthe Company's total revenue in
1995 and 1996, respectively. The Company, in paough its wholly-owned subsidiary based in thetehiKingdom, markets products and
renders consulting and training services to custerbased in Canada, the United Kingdom, Franceiz8dand, Ireland, Luxembourg,
Mexico and Sweden and is in negotiations with pdoustomers based in other foreign countrieg Tompany recently established an
office in Paris, France, and may establish addifioffices in continental Europe, Australia or @bere in the Pacific Rim. The Company
believes that its continued growth will necessiatpanded international operations requiring ardiea of managerial attention and financial
resources. The Company anticipates hiring additipaesonnel to accommodate international growtld, the Company may also enter into
agreements with local distributors, representatoragsellers. If the Company is unable to do anmare of these things in a timely manner,
the Company's growth, if any, in its foreign opemas will be restricted, and the Company's businegsrating results and
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financial condition could be materially and advéyrsdfected.

In addition, there can be no assurance that thep@oynwill be able to maintain or increase intermadl market demand for its products. Most
of the Company's international sales are denontdnat&).S. dollars. Accordingly, any appreciatiortloé value of the U.S. dollar relative to
the currencies of those countries in which the Camyistributes its products may place the Comdraycompetitive disadvantage by
effectively making its products more expensive @®jgared to those of its competitors.

Additional risks inherent in the Company's inteioiaél business activities generally include unexgegchanges in regulatory requirements,
increased tariffs and other trade barriers, thésamislocalizing products for local markets and @bymg with local business customs, longer
accounts receivable patterns and difficulties itlecting foreign accounts receivable, difficultiesenforcing contractual and intellectual
property rights, heightened risks of political am@mbnomic instability, the possibility of nationaltion or expropriation of industries or
properties, difficulties in managing internatiooglerations, potentially adverse tax consequennebifling restrictions on repatriating
earnings and the threat of "double taxation"), eclkd accounting and internal control expensestlabturden of complying with a wide
variety of foreign laws. There can be no assuraimaeone or more of these factors will not haveatemal adverse effect on the Company's
foreign operations, and, consequentially, the Camigebusiness, operating results and financial itiomd

Reliance on Certain Relationships

The Company has a number of third party relatigmsthat are significant to its sales, marketing sugbort activities and product
development efforts. The Company relies upon i@tati database management systems applicationseaetbgment tool vendors, software
and hardware vendors, and consultants to provid&etiag and sales opportunities for the Companiyéctisales force, and strengthen its
product offerings through the use of industry-staddools and utilities. The Company has also rég&egun establishing relationships with
third parties that will distribute the Company'sgucts. The Company's strategy in entering inteahelationships is to keep pace with the
technological and marketing developments of mapfmsare vendors, to acquire technical assistancehBbCompany's product development
efforts and to leverage the Company's sales anlatiag capabilities. There can be no assurancetikae companies, most of which have
significantly greater financial and marketing resms than the Company, will not develop or markéttngare products which compete with
the Company's products in the future or will ndtestvise discontinue their relationships with oron of the Company. The failure of the
Company to maintain its existing relationshipstmestablish new relationships in the future, beeaaf a divergence of interests, acquisition
of one or more of these third parties, or for atheoreason, could have a material adverse effett® Company's business, results of
operations and financial condition.
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PART Il

Item 5 MARKET FOR REGISTRANT'S COMMON STOCK AND REL ATED STOCKHOLDER
MATTERS

Information relating to the market for the Compar@bmmon Stock and related stockholder mattersritatmed on page 35 of the 1996
Annual Report in the section entitled "Stock Piitistory and Related Stockholder Matters," whichtieecis incorporated herein by referer

Item 6 FIVE YEAR COMPARISON OF SELECTED CONSOLIDATE D FINANCIAL DATA

Selected consolidated financial data is containmegdage 15 of the 1996 Annual Report in the seaittitled "Five Year Comparison of
Selected Consolidated Financial Data," which sad8ancorporated herein by reference.

Item 7 MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINA NCIAL CONDITION
AND RESULTS OF OPERATIONS

Information is contained on pages 16 to 21 of @61Annual Report in the section entitled "Managet'seDiscussion and Analysis of
Financial Condition and Results of Operations,"ahkhgection is incorporated herein by reference.

Item 8 FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

Financial statements and supplementary data atained on pages 22 to 34 of the 1996 Annual Repdhte sections entitled "Consolidated
Balance Sheets," "Consolidated Statements of In¢dl@ensolidated Statements of Stockholders' Equii§onsolidated Statements of Cash
Flows," "Notes to Consolidated Financial Stateneatsl "Report of Independent Auditors” which sensi@re incorporated herein by
reference. Financial statement schedules are ghtifoltem 14, "Exhibits, Financial Statement Siiles, and Reports on Form 8-K" of this
Form 10-K and are filed herewith.

Item 9 CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANT S ON ACCOUNTING
AND FINANCIAL DISCLOSURE

None
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PART 1lI
Item 10 DIRECTORS AND EXECUTIVE OFFICERS OF THE REG ISTRANT

Information relating to the Directors of the Compéas set forth in the section entitled "Managemebtrectors” in the 1997 Proxy Statement,
which section is incorporated herein by referehti®rmation relating to the executive officers bétCompany is set forth in Part |,
immediately following Item 4, of this Report undbe caption "Executive Officers of the Registraiiformation relating to compliance with
Section 16(a) of the Securities Exchange Act of41i83et forth in the section entitled "Sectiona)@eneficial Ownership Reporting
Compliance" in the 1997 Proxy Statement, whichieads incorporated herein by reference.

ltem 11 EXECUTIVE COMPENSATION

Information relating to executive compensationesfsrth in the sections entitled "Management -€Biors - Director Compensation,”
"Executive Compensation," "Option Grants," "AggreghOption Exercises and Year-End Option Tablefidi@e in Control Arrangements,"
and "Compensation Committee Interlocks and Indiieticipation” in the 1997 Proxy Statement, whiebt®ns are incorporated herein by
reference.

Item 12 SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OW NERS AND MANAGEMENT

Information relating to ownership of equity seciestof the Company by certain beneficial ownersmatiagement is set forth in the section
entitled "Principal and Management Stockholderghism 1997 Proxy Statement, which section is incafgal herein by reference.

Item 13 CERTAIN RELATIONSHIPS AND RELATED TRANSACTI ONS

Information relating to certain relationships aethted transactions is set forth in the sectioitledt'Management E€ertain Relationships al
Related Transactions" in the 1997 Proxy Statenvemth section is incorporated herein by reference.
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PART IV

Item 14 EXHIBITS, FINANCIAL STATEMENT SCHEDULES, AN D REPORTS ON
FORM 8-K

(@) (1) Financial Statements of Pegasystems Inc.

The following consolidated financial statementsuiegd by Item 8 of this Form 10-K are incorporabgdreference from the 1996 Annual
Report.

Locat ion in 1996
Item Ann ual Report
Consolidated Balance Sheets at December 31, 1995 an d 1996 Page 22
Consolidated Statements of Income for the years end ed Page 23
December 31, 1994, 1995 and 1996
Consolidated Statements of Stockholders' Equity for the years ended Page 24
December 31, 1994, 1995 and 1996
Consolidated Statements of Cash Flows for the years ended Page 25
December 31, 1994, 1995 and 1996
Notes to Consolidated Financial Statements Pag e 26 -33
Report of Independent Auditors Page 34
(2)  Financial Statement Schedules of Pegasystems Inc.
The following financial statement schedule as of December 31, 1995 and
1996 and for the years ended December 31, 1994, 199 5 and 1996 is required to be
filed by Item 8 of this Form 10-K, and is filed her ewith as noted below. The
financial statement schedule should be read in conj unction with the consolidated
financial statements of Pegasystems.
Schedule Il - Valuation and Qualifyi ng Accounts Page 28

All other schedules are omitted because the redjinffermation is not present or not present inisigfht amounts to require submission of
schedule or because the information is reflectédtiénconsolidated financial statements or noteetbe

(3) Exhibits

The exhibits filed as part of this Report are liste the Exhibit Index immediately following thenfincial statement schedule included in this
Report.

(b) Reports on Form 8-K
The Registrant did not file any reports on Form 8tiing the fourth quarter of 1996.
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SIGNATURES

Pursuant to the requirements to Section 13 or 1df(the Securities Exchange Act of 1934, the Reggisthas duly caused this Annual Report
on Form 10-K to be signed on its behalf by the usigeed, thereunto duly authorized.

PEGASYSTEMS INC.

Date: March 28, 1997
By: /s/ lra Vishner

Ira Vishner, Vice President of Corporate
Services, Treasurer, Chief Financial
O ficer and Director

Pursuant to the requirements of the Securities &xgé Act of 1934, this Annual Report on Form 10ds been signed below on March 28,
1997 by the following persons on behalf of the Rght and in the capacities indicated.

/sl Alan Trefler

Al an Trefler President, Clerk and Director (principal
executive officer)

/'sl lIra Vishner
Ira Vishner Vi ce President of Corporate Services, Treasurer,

Chief Financial Oficer and Director (principal
financial and accounting officer)

/sl Edward A. Maybury

Edward A. Maybury Director

Edward B. Roberts Di rector

/sl Leonard A. Schl esinger

Leonard A. Schl esi nger Di rector

/sl Thomas E. Swi t henbank

Thomas E. Swi t henbank Di rector
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SCHEDULE I

PEGASYSTEMS INC. AND SUBSIDIARIES
VALUATION AND QUALIFYING ACCOUNTS
Three Years Ended December 31, 1996

Balan ce

at be g-

innin g
Description of per iod

Allowance for doubtful accounts:

Year ended December 31, 1994 $340, 041
Year ended December 31, 1995 0
Year ended December 31, 1996 433, 887

(a) Amount reclassified from liabilities during thear.
(b) Deductions are related to accounts receivablewffs.

Additions

charged to

costs and
expenses

$0
793,310
300,000

Page 2¢

Charged
to other
account

(@)

$0
0
204,685

Deducti
(b)

$340,0
359,4

Balance
at
ons end
of period
41 $0
23 433,887
0 938,572



Exhibit No.

3.3.*
3.4.*
4.1*
10.1.*
10.2.*
10.3.*
10.4.*

10.5.*

10.6.*

10.11.*
10.13.*
10.14.*
131
21.1*

23.1.
27.1.

*Filed as an exhibit to the Registrant's Registratbtatement on Form S-1 (Registration No. 333-0380 an amendment thereto and

incorporated herein

PEGASYSTEMS INC.

Description

Restated Articles of Organization
Restated By-Laws of the Registran
Specimen certificate representing
Amended and Restated 1994 Long-Te
1996 Non-Employee Director Stock
1996 Employee Stock Purchase Plan
Loan Agreement dated as of Decemb
Bank of Massachusetts, N.A.

Loan Modification Agreement dated
Fleet Bank of Massachusetts, N.
Second Loan Modification Agreemen
between the Registrant and Flee
merger to Fleet Bank of Massach

Promissory Note dated May 15, 199
Registrant to the order of Flee

Lease Agreement dated February 26
Office Park Joint Venture.

Amendment Number 1 to Lease Agree
Registrant and Riverside Office
Portions of the 1996 Annual Repor
into this Report.

Subsidiaries of the Registrant.
Consent of Ernst & Young LLP.
Financial Data Schedule.

by reference to the same exhibit numl

Exhibit Index

of the Registrant.

t.

the Common Stock.
rm Incentive Plan.
Option Plan.

er 16, 1993 between the Registrant and Fleet

as of May 5, 1995 between the Registrant and
A.

t dated May 15, 1996

t National Bank (successor by

usetts, N.A.).

6 in the amount of $5,000,000 made by the

t National Bank.

, 1993 between the Registrant and Riverside

ment dated August 7, 1994 between the
Park Joint Venture.
t to Stockholders incorporated by reference



Exhibit 13.1.
STOCK PRICE HISTORY AND RELATED STOCKHOLDER MATTERS (unaudited)

The following table sets forth the range of higld émw sales prices on the National AssociationefBity Dealers Automatic Quotation
("Nasdaq") National Market System under the Nasjembol PEGA, for 1996. The Company's common st@skbieen traded on the Nasdaq
National Market System since its initial publicefihg in July 1996. Prior to that date, there wapublic market for the Company's comn
stock. As of February 20, 1997, the Company hadegapately 23 stockholders of record and approxetya®,300 beneficial owners of the
Company's common stock. On February 20, 1997, ltdsing sale price of the common stock was $35.6@ Company has never declared or
paid any dividends on its common stock. The Compamnds to retain its earnings to finance futum@ngh, and therefore does not anticipate
paying any dividends in the foreseeable future.

1996 High Low

Third Quarter (beginning July 19, 1996) $27.00 $10.00
Fourth Quarter $37.00 $26.13



PEGASYSTEMS INC.
FIVE YEAR COMPARISON OF SELECTED CONSOLIDATED FINAN CIAL DATA

The selected consolidated financial data presdratmv at December 31, 1992, 1993, 1994, 1995 afAé have been derived from the
consolidated financial statements of Pegasystemq'lRegasystems"” or the "Company"). This data n@ybe indicative of the Company's
future condition or results of operations and stidag read in conjunction with the consolidatedriicial statements and related notes inclt
herein.

Years Ended December 31,

1 992 1993 1994 1995 1996
Consolidated Statement of Income Data: (in thousands, except per share data )
Total revenue $8 ,963 $10,212 $16,263 $22,2 47 $33,545
Income from operations 1 ,944 793 2,236 3,2 57 10,019
License interest income 1 ,220 1,305 1,457 1,4 86 1,565
Net income 1 ,867 1,233 2,193 2,8 78 7,500
Net income per share and common $ 0.08 $0.05 $0.09 $0. 11 $0.28

equivalent share
Weighted average number of

common and common

equivalent shares outstanding 24 471 24,231 24,102 25,5 51 26,397
Dividends declared - - - - -

December 31,

1 992 1993 1994 1995 1996
Consolidated Balance Sheet Data: (in thousands)
Cash and cash equivalents $336 $435 $456 $5 11 $24,201
Working capital 3 ,428 4,231 4,441 4,3 93 34,364
Long-term license installments, net 6 ,319 6,782 9,135 13,3 99 23,802
Total assets 14 ,387 17,057 20,787 25,8 76 66,855
Long-term debt 118 458 450 8 16 -

Stockholders' equity 8 444 9,676 11,872 14,6 74 52,385



MANAGEMENT'S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS

Overview

The Company was founded in April 1983 to developrkat and support customer management softwaréaudifor financial services
organizations. Product development began immegiated by the end of the year the Company had sedtsréirst customer. The Company
has been profitable in each fiscal quarter sineditbt quarter of 1985.

The Company's revenue is derived from two sousmeftware license fees and services revenue. Liderese which have historically
represented the majority of the Company's totadmere, are generally payable on a monthly basisrditgase agreements which typically
have a five-year term and are subject to renewtleatustomer's option for an additional fixed périSuch license agreements are generally
non-cancellable, although some may be terminatetidlicensee for a fee prior to the expirationhaf initial term but after a minimum
specified period. The Company's licenses genepatlyide for annual license fee increases (thedtith adjustments") based on recognized
inflation indexes (sometimes subject to maximuriiRe Company believes that both it and its custorerse substantial benefits from the
recurring fee model because it encourages the Coyripabe responsive to customer needs and proth@eSompany with additional reven
opportunities through license renewals.

License revenue is generally recognized upon ptoglteptance. In the case of license renewalshuevis recognized upon execution of the
renewal agreement or if, as is generally the aasewal is automatic unless the customer givesaati termination, at the expiration of the
period during which the customer has the righetaninate. The inflation adjustments are recognizg¢ably over the periods to which they
apply. In accordance with Statement of Position ?el issued by the American Institute of Certiflablic Accountants, the amount of
software license revenue recognized upon prodwedance or license renewal is equal to the prasdne of the payments due during the
minimum initial or renewal term, as the case mayphes the present value of any early terminatee fn 1994, 1995 and the three months
ended March 31, 1996, the discount rate for purpo$¢he present value calculation was 7%; fomiine months ended December 31, 1996,
such discount rate was 6.75%. Commencing withitheetmonths ended March 31, 1996, the Companystallished and intends to
continue to establish the discount rate quarteslg function of the Company's then current mardgdatowing rate. The imputed interest
portion of the license fees, which is reportedi@nise interest income in the Company's consolidstiztements of income, is recognized ¢
the minimum initial or the renewal term, as theecamy be. To date, a substantial majority of thmm@any's software licenses have been
renewed upon expiration. The fact that a portiothefCompany's revenue is derived from the renefditense agreements with fixed
expiration dates assists the Company in anticigdtiture revenue.

The Company's services revenue is comprised offfeésiplementation, consulting, maintenance aaéhing services. All software license
customers are required to enter into a maintenaoicact requiring the customer to pay a monthlynteamance fee over the term of the
related license agreement equal to approximately @Bthe license fee. Maintenance fees are recedmitably over the term of the
maintenance agreement. The Company's softwaresbcagreements typically require the Company toigeoa specified level of
implementation services for a fixed fee, typicallgh additional implementation services availalii@m hourly rate. Implementation fees are
payable upon the achievement of specified milestofiee Company generally recognizes implementasowell as consulting and training
fees as the services are provided.

The Company's export revenue has fluctuated coraditlein the past due to the fact that such revdrasebeen largely attributable to a small
number of product acceptances during a given pefibd Company's export revenue increased fromiaillidn in 1993 to $3.9 million in
1994 due primarily to product acceptance by a siggktomer in Ireland in 1994, the year in whiagh @ompany organized its subsidiary in
the United Kingdom. Export revenue declined to $8ilion in 1995 due to the lack of large producteptances during the year. In 1996,
export revenue increased to $5.9 million, as alre$unew customers in the European marketplace.

Most of the Company's contracts are denominatétl $1 dollars, although several are denominatedharacurrencies, primarily British
pounds sterling. The Company expects that in thedumore of its contracts will be denominateddrefgn currencies. The Company has not
experienced any significant foreign exchange gairlesses, and the Company does not expect theigfocurrency fluctuations will have a
significant effect on either its revenue or costthie near tern



The Company's business has experienced and isteggeccontinue to experience significant seastnadfi recent years the Company has
recognized a greater percentage of its revenus third and fourth quarters than in its first @ettond quarters due to the Company's sales
commission structure and the impact of that stmgctun the timing of product acceptances and licesisewals by customers. This pattern is
reinforced by the Company's maintenance contradtsh generally entitle customers to, among othergs, a fixed number of hours of
service per calendar year. Once the annual alldtofeservice hours is exhausted, customers pagdditional services on an hourly basis,
typically resulting in higher services revenuehia Company's second, third, and fourth quarters.

RESULTS OF OPERATIONS

The following table sets forth for the years indézhthe percentage of total revenue representegigin items reflected in the Statements of
Income of the Company:

Years Ended December 31,

1 994 1995 1996
(as a percentage of total revenue)
Revenue:
Software license 59.4% 60.8% 66.4%
Services 40.6 39.2 33.6
Total revenue 1 00.0 100.0 100.0
Cost of revenue:
Cost of software license 6.6 2.9 1.4
Cost of services 23.3 27.7 20.8
Total cost of revenue 29.9 30.6 22.2
Gross profit 70.1 69.4 77.8

Operating expenses:

Research and development 335 31.7 24.5
Sales and marketing 16.2 16.1 17.9
General and administrative 6.7 6.9 5.5
Total operating expenses 56.4 54.7 47.9
Income from operations 13.7 14.7 29.9
License interest income 9.0 6.7 4.7
Other interest income 0.1 0.1 1.8
Interest expense (0.3) (0.5) (0.3)
Income before provision for
income taxes 225 21.0 36.1
Provision for income taxes 9.0 7.9 13.7

Net income 13.5% 13.1% 22.4%



YEAR ENDED DECEMBER 31, 1996 COMPARED TO YEAR ENDED DECEMBER 31, 1995
Revenue

Total revenue for 1996 increased 50.8% to $33.8amifrom $22.2 million for 1995. The increase wasnarily due to an increase in
software license revenue.

Software license revenue for 1996 increased 64c6$22.3 million from $13.5 million in 1995. The @@se in software license revenue was
primarily attributable to software license acceptsby new customers, software license agreemeeiveds, expanded software usage by
existing customers, the licensing of standard pcotemplates, and inflation-based increases in higtitense fees.

Services revenue for 1996 increased 29.5% to $hilli®n from $8.7 million for 1995. The increaseservices revenue was primarily
attributable to increased demand for consultingiemlementation services, and to a lesser exteateased maintenance revenue from a
larger installed product base.

Cost of Revenue

Cost of software license consists of amortizatigpease related to capitalized software developroesiss, royalty payments to third party
software vendors, and costs of product media, datitin and packaging. Cost of software licensel 896 decreased 24.9% to $0.5 million
from $0.6 million for 1995, and decreased as agraage of total revenue from 2.9% for 1995 to 1fd4#4.996. As a percentage of software
license revenue, cost of software license decrefased4.7% for 1995 to 2.1% for 1996. Such decreagere due to decreased amortization
expense related to capitalized software developsts. No software development costs were capéthlin 1995 or 1996.

Cost of services consists primarily of the costprofviding implementation, consulting, maintenararg] training services. Cost of services
for 1996 increased 13.2% to $7.0 million from $G@lion for 1995, mainly due to increased staffinghe Company's Reengineering and
Client Services group in the United Kingdom andhi@a Company's domestic regional offices to meetvgrg client commitments. Cost of
services as a percentage of total revenue dediined27.7% for 1995 to 20.8% for 1996, and declinasdh percentage of services revenue
from 70.7% for 1995 to 61.8% for 1996, in both sadee to the growth in the Company's total reveangeincreased utilization of service
personnel.

Operating Expenses

Research and development expenses consist priméatie cost of personnel and equipment neededrtduct the Company's research and
development efforts. Research and development sggdor 1996 increased 16.4% to $8.2 million frofriidmillion for 1995. The increase
research and development expenses was due taiting ¢ff additional development personnel. As a petage of total revenue, research and
development expenses declined from 31.7% for 1828115% for 1996, reflecting the Company's stratefgeveraging existing product
functionality by balancing its historical focus msearch and development with an increased empiasiales and marketing. In addition,
research and development expenses declined asenpage of total revenue due to the growth in tbm@any's total revenue.

Sales and marketing expenses for 1996 increas@éogd. $6.0 million from $3.6 million for 1995. Aspeercentage of total revenue, sales and
marketing expenses increased from 16.1% for 1995 18% for 1996. Such increases were attributabthe hiring of additional direct sales
and marketing personnel, increased sales commipsigments attributable to higher sales, and ineas/estment in marketing support
activities and materials.

General and administrative expenses consist pilynafrthe salaries of the Company's executive, adstriative and financial personnel, and
associated expenses. General and administrativenegp for 1996 increased 20.5% to $1.9 million ffin® million for 1995 due to
increased investment in the infrastructure neededipport the Company's growth. Such expenseseecdis a percentage of total revenue
from 6.9% for 1995 to 5.5% for 1996 due to the gtoim the Company's total revent



License Interest Income

License interest income represents the portiorl itanse fees due under software license agretswelnich was not recognized upon pro«
acceptance or license renewal. License interestiedor 1996 increased 5.3% to $1.6 million fromB$illion for 1995 reflecting a larger
installed product base.

Provision for Income Taxes

The provisions for federal, state and foreign taxese $1.8 million and $4.6 million for 1995 and9869 respectively. The effective tax rates
were 38.0% for 1995 and 38.1% for 1996. At Decen®derl 996, the Company had $0.8 million in researuth development tax credit
carryforwards available to offset future federakatale income. See Note 7 of Notes to Consolidatedrfeial Statements.

YEAR ENDED DECEMBER 31, 1995 COMPARED TO YEAR ENDED DECEMBER 31, 1994
Revenue

Total revenue for 1995 increased 36.8% to $22.2anifrom $16.3 million for 1994 due primarily tsvancrease in software license revenue,
and to a lesser extent, an increase in servicenuey

Software license revenue for 1995 increased 40d0$4.8.5 million from $9.7 million in 1994 due tocieased product acceptances and
license renewals.

Services revenue for 1995 increased 32.1% to $8libmfrom $6.6 million in 1994 primarily due tanaincrease in the amount of
implementation and consulting services provided, tara lesser extent, increases in the billingsrafehe personnel providing these services
and an increase in training revenue.

Cost of Revenue

Cost of software license for 1995 decreased 408%$016 million from $1.1 million for 1994, and deassed as a percentage of total revenue
from 6.6% for 1994 to 2.9% for 1995. As a perceatafjsoftware license revenue, cost of softwaenke decreased from 11.1% for 1994 to
4.7% for 1995. Such decreases were due to reducediaation of capitalized software developmenttsos

Cost of services for 1995 increased 62.5% to $6llibbmfrom $3.8 million for 1994 and increasedapercentage of total revenue from
23.3% for 1994 to 27.7% for 1995. Cost of serviaes percentage of total services revenue incréamadb7.4% for 1994 to 70.7% for 19!
Such increases were due to the hiring of additiperesonnel to provide implementation and consuls@xyices to support the Company's
growing customer base.

Operating Expenses

Research and development expenses for 1995 indré8s8% to $7.1 million from $5.4 million for 1994 a result of increased efforts by the
Company to develop versions of its products capabianning on multiple UNIX platforms in a cliesgrver environment. As a percentag
total revenue, research and development expenskseatefrom 33.5% for 1994 to 31.7% for 1995 du¢h® growth in the Company's total
revenue.

Sales and marketing expenses for 1995 increasé&636. $3.6 million from $2.6 million for 1994 due the hiring of additional sales and
marketing personnel, increased sales commissiom@atg and increased investment in trade shows ttied sales and marketing efforts. £
percentage of total revenue, sales and marketipgreses decreased slightly from 16.2% for 1994 th%@or 1995 due to growth in the
Company's total revenue.

General and administrative expenses for 1995 ised1.2% to $1.5 million from $1.1 million for 8ue to increased management
recruiting costs, the establishment of two newaegi offices in Chicago and Dallas/Fort Worth alne telocation of the Company's United
Kingdom office. General and administrative expenges: 6.7% in 1994 and 6.9% of total revenue in51



License Interest Income
License interest income for 1995 and 1994 remagoedtant at $1.5 million.
Provision for Income Taxes

The provisions for federal, state and foreign taxese $1.5 million and $1.8 million for 1994 and%9 respectively. The effective tax rates
were 40.0% for 1994 and 38.0% for 1995. The deergathe effective tax rate was primarily due tor@ased availability of research and
development tax credits. See Note 7 of Notes tosGlatated Financial Statements.

YEAR ENDED DECEMBER 31, 1994 COMPARED TO YEAR ENDED DECEMBER 31, 1993
Revenue

Total revenue for 1994 increased 59.2% to $16.8anifrom $10.2 million for 1993. In January 1994e Company organized Pegasystems
Limited, a wholly-owned subsidiary based in thetddiKingdom. In its first year of operation, Pegatsyns Limited introduced the
Company's products into Ireland, France and Luxemthd-inancial results for 1994 and subsequentsyediect the consolidated earnings of
Pegasystems Inc. and Pegasystems Limited.

Software license revenue represented 59.4% an@®6@f total revenue for 1994 and 1993, respectiv@bftware license revenue for 1994
increased 49.8% to $9.7 million from $6.4 millicor 1993. The increase in software license revend®94 was primarily attributable to
increased product acceptances by customers heagiguaboutside of the United States. The Companfteare license revenue from
customers headquartered outside of the United<Stes $3.1 million, or 32.5% of software licenseeraue, and $0.7 million, or 10.8% of
software license revenue, in 1994 and 1993, relsedet

Services revenue for 1994 increased 75.3% to $8l@mfrom $3.8 million for 1993 primarily due tthe increased amount of implementa
and consulting services provided to a wideningamst base. Following a focused internal reengingesffort which began in 1993 and
continued into 1994, the Company redeveloped iitgesgy for new customer implementations leadingréater services revenue from more
effective and timely implementations and the caratif standard training courses.

Cost of Revenue

Cost of software license decreased 13.5% to $1llbmfor 1994 from $1.2 million for 1993 and deesed as a percentage of total revenue
from 12.2% for 1993 to 6.6% for 1994. As a percgataf software license revenue, cost of softwaenke decreased from 19.3% for 199
11.1% for 1994. Such decreases were due to redunedization of capitalized software developmerstso

Cost of services for 1994 increased 70.3% to $3li&mfrom $2.2 million for 1993 and increasedapercentage of total revenue from
21.8% for 1993 to 23.3% for 1994. Such increasea® wae to the costs associated with establishiagttmpany's United Kingdom office in
January 1994 and with developing new training féed in Cambridge, Massachusetts and San FrandZaldornia. Cost of services as a
percentage of total services revenue decreased38oR86 for 1993 to 57.4% for 1994 due to incread@itation of service personnel.

Operating Expenses

Research and development expenses for 1994 indrdds¢% to $5.4 million from $3.8 million for 199Bimarily as a result of efforts by the
Company to develop versions of its products capabtanning on multiple UNIX platforms in a cliea@rver environment. As a percentag
total revenue, research and development expenstseatketo 33.5% for 1994 from 36.9% for 1993 dugtowth in the Company's total
revenue.

Sales and marketing expenses for 1994 increas@ee. $2.6 million from $1.4 million for 1993, regmenting 16.2% and 13.2% of total
revenue in the respective years. Such increasested the establishment of a sales operationerutiited Kingdom and increased sales
commission payment



General and administrative expenses for 1994 isext80.8% to $1.1 million from $0.8 million for 1®€ue to overhead associated with the
expansion of the Company's headquarters in Canmdyridgssachusetts, relocation of the regional officean Francisco, California, and the
establishment of operations in the United Kingd@aneral and administrative expenses as a perceotagil revenue declined slightly to
6.7% for 1994 from 8.2% for 1993 due to the groimtthe Company's total revenue.

License Interest Income

License interest income for 1994 increased 11.6%4t6 million from $1.3 million in 1993 primarilyu# to the prepayment by one customer
in 1994 of certain monthly software license fees.

Provision for Income Taxes

The provisions for federal, state and foreign taxese $0.9 million and $1.5 million for 1993 and#9respectively. The effective tax rates
were 41.1% for 1993 and 40.0% for 1994. The deer@athe effective tax rate was primarily due te tise of certain tax credits. See Note 7
of Notes to Consolidated Financial Statements.

LIQUIDITY AND CAPITAL RESOURCES

Since its inception, the Company has funded itsaifmns primarily through cash flow from operatiarsd bank borrowings. In July 1996,
Company issued and sold 2.7 million shares of Com8tock in connection with its initial public offeg. Net proceeds to the Company ft
such offering were approximately $29.4 million. B&écember 31, 1996, the Company had cash and cashakupts of approximately $24.2
million and working capital of approximately $34nllion. The Company's approach of charging licefess payable in installments over the
term of its licenses has historically deferredrbeeipt of cash and, prior to its initial publidering, limited the availability of working capit:

Net cash provided by operating activities for teangs ended December 31, 1994 and 1995 was $1i6matd $0.8 million, respectively. N
cash used by operating activities for the year émglecember 31, 1996 was $2.9 million. Such amowet® used to support the Company's
working capital requirements.

The Company used $1.1 million, $1.4 million andOb&illion of net cash during 1994, 1995 and 19@8pectively, to purchase property and
equipment, primarily computer hardware and softwerasupport the Company's growing employee badenaw regional office and training
facilities. The Company's capital commitments csingiimarily of operating leases for office spadeDecember 31, 1996, the Company's
commitments under non-cancellable operating lefasasffice space with terms in excess of one yetaléd $1.2 million, $1.1 million and
$0.6 million for 1997, 1998 and 1999, respectiva@lje Company's total payments under such lease$@asnillion, $1.1 million and $1.4
million for 1994, 1995 and 1996, respectively. Skxe 6 of Notes to Consolidated Financial Statement

The Company has a $5.0 million revolving credielimhich is unsecured and expires on June 30, ¥89Jecember 31, 1996, the Company
had no borrowings under its revolving credit lilbe Company's credit agreement prohibits the paywfedividends, has profitability
requirements and requires maintenance of speddiagls of tangible net worth and certain financélos. See Note 4 of Notes to
Consolidated Financial Statements.

The Company recorded no bad debt expense in 19@4Company recorded bad debt expense in the amou®®8 million and $0.3 milliol

in 1995 and 1996, respectively, as a result ofcimtitins that certain receivables relating primawlgervices rendered by the Company would
not be collected in full. The receivables with resipto which bad debt expense was recorded repabadrily to maintenance and installation
services provided by the Company. At the time ssafrices were rendered (and the resulting revemsergcognized) there was no signific
uncertainty regarding the acceptance thereof amddHectibility of the related receivables waslmble.

The Company believes that the net proceeds fromittal public offering and its public offering vith was completed in January 1997
together with cash generated by operations andadiléty under its bank credit facility will be sfidient to fund the Company's operations for
at least the next year. However, there can be surasce that additional capital beyond the amouumtsntly forecasted by the Company will
not be required or that any such required additioapital will be available on reasonable termstiéll, at such time as required by the
Company



INFLATION

Inflation has not had a significant impact on tra®any's operating results to date, nor does tmepa@ny expect it to have a significant
impact in the future due to the fact that the Comyfmlicense and maintenance fees are typicalljestito annual increases based on
recognized inflation indexes.

SIGNIFICANT CUSTOMERS

During 1994 one customer accounted for 16.8% ofbmpany's consolidated revenue. This customeramsounted for 12.6% of the
Company's 1995 consolidated revenue. In 1995 tiweratustomers accounted for 16.2% and 14.9%, raégelgc of the Company's
consolidated revenue. In 1996, the Company hae ttustomers that accounted for 14.5%, 11.4% ari®d,0espectively, of the Company's
consolidated revenue.

FORWARD-LOOKING STATEMENTS

Certain statements contained in this Annual Regart'forward-looking statements" as defined inPhigate Securities Litigation Reform Act
of 1995. These statements involve various risksuanuertainties which could cause the Company'sshotsults to differ from those
expressed in such forward-looking statements. Thske and uncertainties include the seasonal tiani@f the Company's operations and
fluctuations in the Company's quarterly resultpjddechnological change involving the Companytsdpicts, delays in product development
and implementation, the technological compatibitifthe Company's products with its customers'esyst the Company's dependence on
customers in the financial services market, intexmsapetition in the markets for the Company's potsiurisk of non-renewal by current
customers, management of the Company's growthoted risks and uncertainties. Works such as "dspgetanticipates,” "intends," "plans,"
"believes," "estimates," and "should" and similards and expressions are intended to identifydhedrd-looking statements contained in
this Annual Report. These statements are basedtnates, projections, beliefs, and assumptioriek@fCompany and its management ant
not guarantees of future performance. Further métion regarding those factors which could causegbmpany's actual results to differ
materially from any forward-looking statements @néd herein is included in the Company's filingéhwhe Securities and Exchange
Commission



PEGASYSTEMS INC.

CONSOLIDATED BALANCE SHEETS

Assets

Current assets:
Cash and cash equivalents
Trade and installment accounts receivable, n
allowance for doubtful accounts of $434 a
$939 at December 31, 1995 and 1996, respe
Prepaid expenses and other assets

Total current assets

Long-term license installments, net
Equipment and improvements, net
Software development costs, net

Total assets

Liabilities and Stockho
Current liabilities:
Accounts payable and accrued expenses
Deferred revenue
Current portion of long-term debt
Deferred income taxes

Total current liabilities

Deferred income taxes
Long-term debt

Stockholders' equity:

Preferred stock, $.01 par value, 1,000,000 s
authorized; no shares issued and outstand

Common stock, $.01 par value, 45,000,000 sha
authorized; 23,490,000 shares and 26,392,
shares issued and outstanding at December
and December 31, 1996, respectively

Additional paid-in capital

Deferred compensation

Retained earnings

Cumulative foreign currency translation adju

Total liabilities and stockholder

(in thousands, except share-related data)

December 31,

1995
$511
et of
nd
ctively 8,896
425
9,832
13,399
2,172
473
$25,876
Iders' Equity
$1,747
114
782
2,796
5,439
4,947
816
hares
ing --
res
200
31, 1995
235
106
(91)
14,522
stment (98)
14,674
s' equity $25,876

The accompanying Notes are an integral part okti@emnsolidated Financial Statemel

$24,201

14,582
1,235



PEGASYSTEMS INC.
CONSOLIDATED STATEMENTS OF INCOME
(in thousands, except per share amounts)

Years Ended December 31,

19 94 1995 1996
Revenue
Software license $9,662 $13,528 $22,258
Services 6,601 8,719 11,287
Total revenue 16,263 22,247 33,545
Cost of revenue
Cost of software license 1,075 635 477
Cost of services 3,791 6,161 6,975
Total cost of revenue 4,866 6,796 7,452
Gross profit 11,397 15,451 26,093
Operating expenses
Research and development 5,440 7,061 8,218
Sales and marketing 2,629 3,592 5,999
General and administrative 1,092 1,541 1,857
Total operating expenses 9,161 12,194 16,074
Income from operations 2,236 3,257 10,019
License interest income 1,457 1,486 1,565
Other interest income 21 16 619
Interest expense (56) (118) (85)
Income before provision for
income taxes 3,658 4,641 12,118
Provision for income taxes 1,465 1,763 4,618
Net income $2,193 $2,878 $7,500
Net income per common and
common equivalent share $0.09 $0.11 $0.28
Weighted average number of
common and common
equivalent shares outstanding 24,102 25,551 26,397

The accompanying Notes are an integral part okti@emnsolidated Financial Statemel



PEGASYSTEMS INC.
CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY
(in thousands)

Common Stoc k C umulative
———————————————————— - Foreign
Number Additional Currency Total
of Paid-in Deferred  Retained T ranslation  Stockholders'

Shares Amoun t Capital Compensation Earnings Adjustment Equity

Balance at December 31,

1993 22,617 $2 26 - - $9,451 - $9,677
Exercise of stock options 873 9 $15 - -
Foreign currency

translation adjustment - - - - -
Net income - - - - 2,193 2,193

Balance at December 31,
1994 23,490 2 35 15 - 11,644 (22) 11,872
Foreign currency

translation adjustment - - - -- -- (76) (76)
Issuance of stock options -- - 91 $(91) - -- --
Net income -- -- -- - 2,878 -- 2,878
Balance at December 31,

1995 23,490 2 35 106 (91) 14,522 (98) 14,674
Issuance of common

stock 2,700 27 29,339 - - - 29,366
Exercise of stock options 202 2 64 -- -- -- 66
Tax benefit from exercise

of stock options -- -- 697 -- -- -- 697
Foreign currency

translation adjustment -- -- -- -- -- 64 64
Amortization of deferred

compensation - -- -- 18 -- -- 18
Net income -- - -- - 7,500 -- 7,500
Balance at December 31,

1996 26,392 $2 64 $30,206 $(73) $22,022 $(34) $52,385

The accompanying Notes are an integral part okti@emnsolidated Financial Statemel



PEGASYSTEMS INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)

Years Ended December 31,

1994 1995
Operating activities
Net income $2,193 $2,878
Adjustments to reconcile net income to
net cash provided (used) by operating
activities:
Provision for deferred income taxes 961 1,836
Depreciation and amortization 1,511 1,455
Provision for doubtful accounts - 793
Change in operating assets and liabilities:
Increase in trade and installment
accounts receivable (3,988) (5,638)
Increase in prepaid expenses and
other assets (16) (221)
Decrease in inventory 215 --
Increase (decrease) in accounts
payable and accrued expenses 971 (244)
Decrease in deferred revenue (336) (25)
Net cash provided (used) by
operating activities 1,511 834
Investing activities
Purchase of equipment and
improvements (1,131) (1,423)
Software development costs (297) -
Net cash used in investing
activities (1,428) (1,423)
Financing activities
Repayment of note payable to shareholder (180) (50)
Proceeds from issuance of long-term debt 380 1,345
Repayments of long-term debt (263) (575)
Issuance of common stock, net - -
Exercise of stock options 23 --
Tax benefit from exercise of stock options - -
Net cash provided (used) by
financing activities (40) 720
Effect of exchange rate on cash (22) (76)
Net increase in cash 21 55
Cash and cash equivalents at beginning of year 435 456
Cash and cash equivalents at end of year $456 $511
Supplemental Disclosures of Cash Flow Information:
Cash paid during period:
Interest $56 $119
$135 $315

Income taxes

The accompanying Notes are an integral part okti@emnsolidated Financial Statemel

3,977
1,633
300

(16,389)

(810)

950



PEGASYSTEMS INC.- NOTES TO CONSOLIDATED FINANCIAL S TATEMENTS - December 31, 1996
1. SIGNIFICANT ACCOUNTING POLICIES

Business

Pegasystems Inc. (the Company) was incorporaté&poh21, 1983, and develops customer service mamamt software used by large,
transaction-intensive organizations to automateraadage their customer interactions. Customernseo€Company include large banks and
credit card processors and mutual fund companies.Company also offers consulting, training, anéhteaance and support services to
facilitate the installation and use of its solugon

The environment of rapid technological change atehise competition which is characteristic of thitvgare development industry results in
frequent new products and evolving industry statislaFhe Company's continued success depends galility to enhance current products
and develop new products on a timely basis whigpk®ace with the changes in technology and conepgtihnovations.

International revenue is subject to various risicdliding imposition of government controls, exgdm#nse requirements, political and
economic conditions and instability, trade resimits, currency fluctuations, changes in taxesidadiffies in staffing and managing
international operations, and high local wage scafed other operating costs and expenses.

Principles of Consolidation

The consolidated financial statements include tuants of the Company and its wholly-owned subsi€ls, Pegasystems Limited and
Pegasystems Investment Inc. All intercompany acsoamnd transactions have been eliminated in cafetan.

Foreign Currency Translation

The translation of assets and liabilities of thenpany's foreign subsidiary is made at year-end mftexchange, while revenue and expense
accounts are recorded at the average rates of myeh@he resulting translation adjustments areueber] from net income and are charged or
credited to "Cumulative foreign currency translatadjustment” included as part of stockholdersitggRealized and unrealized exchange
gains or losses from transaction adjustments flected in operations and are not material.

Revenue Recognition

The Company recognizes revenue in accordance water8ent of Position 91-1, "Software Revenue Reitiogy)' issued by the American
Institute of Certified Public Accountants. Spedailig, revenue from software licenses is generabognized upon product acceptance
pursuant to non-cancellable license agreementsisérased on management's assessment that thetibditg risk on the long-term license
installments is low. Upon acceptance, the Compasyrto significant vendor obligations. The Compargraes the estimated cost of warre
and product returns in the period in which prodestnue is recognized; historically these amouat®mot been material. In the case of
license renewals, revenue is recognized upon execot the renewal license agreement or if, aeisegally the case, renewal is automatic
unless the customer gives notice of terminatioth@expiration of the period during which the omsér has the right to terminate.
Maintenance fees are recognized ratably over the ¢ the maintenance agreement. The Company résegyimplementation as well as
consulting and training fees as the services areiged.



Software license revenue represents the presamg waffuture payments under non-cancellable licaggeements which provide for payment
in installments typically over a five-year perigdportion of the revenue from each agreement isgeized as interest income over the term
of the agreement.

The discount rate in effect for 1994, 1995 andtkitee months ended March 31, 1996 was 7%. The uh$cate for the nine month period
ended December 31, 1996 was 6.75%. The trade atallinent accounts receivable recorded on the balaheet are net of $3.9 million and
$5.1 million as of December 31, 1995 and 1996,aetyely, which represents the imputed interestiporof future payments due under the
Company's license agreements. Deferred revenuesamts payments from customers, primarily for nesiabce services, which are
recognized as revenue as the related servicesdmmped.

Cash and Cash Equivalents

Cash and cash equivalents are stated at cost, @hioximates market, and consist of short-terghliiliquid investments with original
maturities of less than three months.

Concentration of Credit Risk

Financial instruments that potentially subject @@mmpany to a concentration of credit risk consistubstantially all of the trade accounts
receivable and long-term license installments rad#e. The Company records long-term license ims#its in accordance with its revenue
recognition policy which results in receivablesifraustomers, primarily large financial service arigations with strong credit ratings.

Equipment and Improvements

Equipment and improvements are recorded at cogtidamtion is computed using the straight-line rodtbver the estimated useful lives of
the assets which are three years for equipmentiamgears for furniture and fixtures. Leaseholgpimvements are amortized over the life of
the lease.

Software Development Costs

In compliance with Statement of Financial AccougtBtandards (SFAS) No. 86, "Accounting for the €aétComputer Software to be Sold,
Leased, or Otherwise Marketed," certain softwareiment costs are capitalized in the accompanyimgolidated balance sheets.
Capitalization of software development costs begjpan the establishment of technological feasihitiefined by the Company as a working
model or an operative version of the computer saféwproduct that is completed in the same langaadéas capable of running on all of the
platforms as the product to be ultimately markelating 1994, the Company capitalized $0.3 millarsoftware costs. No costs were
capitalized during 1995 or 1996.

Amortization of capitalized software developmenstds included in costs of software license revesmu is provided on a straight-line basis
of two years, which approximates the estimateduldiéé of the software as it relates to the Compasales. The straight-line amortization is
not materially different from the amortization com@d using the current period revenues as a peoféotal expected product revenues.
Total amortization expense charged to operatiors$al million, $0.6 million and $0.5 million dugrl994, 1995 and 1996, respectivt



Net Income Per Share

Net income per common and common equivalent skartemputed using the weighted average number ofremmand common equivale
shares outstanding during each period, assuminexhieise of stock options into common stock unkertreasury stock method. Common
stock equivalent shares are excluded from the ceatipu if their effect is anti-dilutive; howeverugsuant to the requirements of the
Securities and Exchange Commission, common stogik&egnt shares relating to stock options (usirgtteasury stock method and the
initial public offering price) issued during thedie months prior to the registration statememtfivith respect to the initial filing of the
initial public offering are included for all periegresented whether or not they are anti-dilufitgly-diluted earnings per common share are
not presented as they are not materially diffehemh primary earnings per common share. Dilutivexoton equivalent shares consist of st
options (using the treasury stock method and usiagasssumed initial public offering price). Netdnee per share also reflects a fifteen-for-
one stock split effective December 9, 1994, antreet-for-one stock split effective July 10, 1996.

Stock Options

The Company grants stock options for a fixed nuntbehares to employees with an exercise priceléquhe fair market value of the shares
at the date of the grant. The Company accountstéak option grants in accordance with APB Opirliim 25, "Accounting for Stock Issued
to Employees,” and intends to continue to do sairlgul995, the Company granted stock options fiixedd number of shares to employees
with an exercise price less than the then fair etavklue of the shares at the date of the gramttheodifference between the fair market value
and the exercise price, the Company recorded @efemmpensation which is being expensed over thingeperiod.

The Company has adopted the disclosure provisinlysad Statement of Financial Accounting Standaxds 123, "Accounting for Stock-
Based Compensation” ("FAS 123") and will contino@ctcount for its stock option plans in accordanitk the provisions of APB 25,
"Accounting for Stock Issued to Employees."

Use of Estimates

The preparation of the financial statements in confty with generally accepted accounting princgplequires management to make
estimates and assumptions that affect the repartemints of assets and liabilities at the date efittancial statements and the reported
amounts of revenue and expenses during the reggréinod. Some of the areas where estimates dizedtincluded allowance for bad debts,
capitalized software, income taxes, revenue anidwsaiaccrued expenses. Actual results could diffen those estimates.

2. EQUIPMENT AND IMPROVEMENTS
The cost and accumulated depreciation of equip@ettimprovements consist of the following:

December 31,

(in thousands)

1995 1996
Equipment $2,186 $3,956
Furniture and fixtures 863 1,005
Leasehold improvements 434 527
3,483 5,488

Less accumulated depreciation (1,311) (2,453)

Equipment and improvements, net $2,172 $3,035




Depreciation expense was approximately $0.4 millgh8 million and $1.2 million for the years endeecember 31, 1994, 1995 and 1996,
respectively.

3. ACCOUNTS PAYABLE AND ACCRUED EXPENSES

Accounts payable and accrued expenses consist ébitbwing:

December 3 1,
(in thousa nds)
1995 1996

Trade accounts payable $557 $692
Employee compensation and benefits 568 1,257
Accrued income taxes - 160
Other 622 588

$1,747 $2,697

4. DEBT AND OTHER FINANCIAL INSTRUMENTS
Long-term debt consists of the following:
December 3 1,
(in thousa nds)
1995 1996

Note payable to bank, with originally scheduled mon thly payments of
$17 thousand plus interest through December 1, 199 6 $207
Note payable to bank, with originally scheduled mon thly payments of
$11 thousand plus interest through December 1, 199 7 243
Note payable to bank, with originally scheduled mon thly payments of
$33 thousand plus interest through June 28, 1998 983
Note payable to bank, with originally scheduled mon thly payments of
$5 thousand plus interest through December 28, 199 8 165

1,598
Less current portion (782)

$816

The notes bore interest at the bank's prime ra4&t December 31, 1995) plus 1/2%. The notes sexered by all computer equipment
and furniture and fixtures of the Company. As otBraber 31, 1996, the Company had repaid all ohtites.

As of December 31, 1995, the Company had a lirgexdit with a bank allowing for borrowings up to.$2nillion at the prime rate, which

line of credit was scheduled to expire on June9®61 As of December 31, 1996, the Company's bawekdf credit had been increased to $5.0
million and extended until June 30, 1997. The Camydzad no drawings against the line of credit atdbeber 31, 1995 and 1996. Borrowi
are subject to various covenants which call fopeciied level of working capital and net worth,imanance of certain financial ratios, and
restrictions on the payments of dividen



Financial instruments outstanding at December 825knd 1996 are as follows:

December 31, Decemb er 31,
(in thousands) (in th ousands)
1995 1995 1996 1996
Ca rrying Fair Carrying Fair
A mount Value Amount Value
Assets:
Cash and cash equivalents $511 $511 $24,201 $24,201
Liabilities:
Notes payable to a bank ( 1,598) (1,598)

5. EMPLOYEE BENEFIT PLANS
Stock Option Plan

The Company adopted an incentive stock option efactive July 29, 1983 (the "1983 Plan"). Key eaygles, as selected by the Board of
Directors of the Company, were granted optionsui@ipase the Company's common stock at a price lwihithe Board of Directors' opinion,
reflected fair value on the date of the grant. TB83 plan expired in 1993. At December 31, 1996pmions issued under this plan were
outstanding.

Long-Term Incentive Plan

During the year ended December 31, 1994, the Coynpdopted a Long-Term Incentive Plan (the "1994Blto provide incentives to
employees, directors and consultants through oppities to purchase stock through incentive stqaions and through options which do not
qualify as incentive stock options.

In addition to options, eligible participants undee 1994 Plan may be granted stock appreciatigtis; restricted stock and long-term
performance awards. At December 31, 1995, 2.4anillihares were reserved for issuance under theRI884As of December 31, 1996, the
Company had approved an increase in the numbdranés issuable under the 1994 Plan from 2.4 mittios.0 million. Shares equal to 2%
the outstanding shares at the start of each figaal shall be reserved for granting of replacemgtibns; however, this may not cause the
maximum shareholder dilution caused by the 1994 Riaxceed the 5.0 million shares of stock reskfaeissuance under the 1994 Plan.

The option price per share is to be determinetleatiaite of grant. For incentive stock options,apgon price may not be less than 100% of
the fair market value of the Company's common stidke grant date. Incentive stock options gratdexdperson having greater than 10% of
the voting power of all classes of stock must havexercise price of at least 110% of fair markéti® of the Company's common stock.

1996 Non-Employee Director Stock Option Plan

The 1996 Non-Employee Director Stock Option Plée (Director Plan") was adopted by the Board oEBiors on May 13, 1996 and
approved by the stockholders on June 26, 1996 Diteetor Plan provides for the grant of optionstloe purchase of up to 250,000 shares of
Common Stock of the Company. As of December 316,16ptions to purchase 90,000 shares were outsiguutider the Director Pla



The Director Plan is administered by the Compeasafiommittee and provides that each person whorbeg@ director of the Company
after May 13, 1996, and who is not also an empl@feébhe Company, will receive upon initial electitmthe Board of Directors an option to
purchase 30,000 shares of Common Stock vestingual@nnual installments over five years. The d@gerprice for all options granted under
the Director Plan is equal to the market pricehef Common Stock as of the date of grant.

1996 Employee Stock Purchase Plan

The 1996 Employee Stock Purchase Plan (the "StaothBse Plan") was adopted by the Board of DireatarMay 13, 1996 and approvec
the stockholders on June 26, 1996. An aggregad®@PD00 shares of Common Stock are reserved faanisee pursuant to this plan. To date,
there have been no offerings under the Stock PsecRi&n and no shares of Common Stock have baexdiisereunder.

The following table presents the combined activityhe two option plans in which offerings have weed for the years ended December 31,
1994, 1995 and 1996:

1994 1995 1996
Weight ed Weighted Weighted
Number Averag e Number Average Number Average
of Exerci se of Exercise of Exercise

Options Price Options Price Options Price
Outstanding options (in thousands) (in thousands) (in thousands)
at beginning of year 1,269 $0.23 1,672 $0.33 1,924 $0.34
Granted 1,636 $0.33 335 $0.39 993 $13.19
Exercised (873) $0.03 - - (202) $0.33
Cancelled (360) $0.66 (83) $0.48 (133) $4.94
Outstanding options at
end of year 1,672 $0.33 1,924 $0.34 2,582 $5.04
Exercisable options at
end of year 396 $0.36 606 $0.33 679 $0.33

Weighted average fair
value of options granted
during the year $0.10 $0.09 $8.84

In December 1995, the Company granted options tohaise 335,250 shares of Common Stock at an eggnice of $.39 per share. The
Company recorded an increase to additional pa@hpital and a corresponding charge to deferred eosation in the amount of $91,000 to
recognize the aggregate difference between the e éair value for accounting purposes of the stouions at the date of grant and the
exercise price. The deferred compensation willhertized over the option vesting period of five e



The following table presents weighted average paie life information about significant option gpsuoutstanding at December 31, 1996:

Options Outst anding Options Exercisable
Weight ed Weighted Weighted
Number Avera ge Average Number Average
Range of exercise prices Outstanding Remain ing Exercise Exercisable Exercise
(in thousands) Contrac tual Price (in thousands)

Life (y ears)
$0.33 - $0.39 1,620 8.2 $0.34 679 $0.33
$6.00 - $10.00 698 9.4 $9.60 - -
$12.50 - $26.50 158 9.6 $16.52
$29.00 - $30.50 106 9.9 $29.86

2,582 679

Pursuant to the requirements of FAS 123, the faligvare the pro forma net income and net incomespare for 1995 and 1996, as if the

compensation expense for the option plans had tetemmined based on the fair value at the gramt fdatgrants in 1995 and 1996, consis
with the provisions of FAS 123:

1995 1996
As Reported Pro Forma As Reported Pro Forma
Net income (in thousands) $2,878 $2,878 $7,500 $7,122
Net income per share $0.11 $0.11 $0.28 $0.27

A range of expected vesting percentages were goveach range of exercise prices. For the rangseftise prices from $0.33 to $0.39,
$6.00 to $10.00, $12.50 to $26.50 and $29.00 to5EB@ is expected that 95 percent, 90 percenpefbent and 50 percent of those options

will vest, respectively. These ranges were based tipe Company's estimates that a more significamtber of lower priced options as
compared to higher priced options will vest.

The fair value of options at the date of grant westtmated using the Black-Scholes model with thlewing weighted-average assumptions:

Option
1995 1996
Volatility 0.0 0.0-9.9
Expected option life (years) 5.0 5.0
Interest rate (risk free) 5.51 % 5.38 - 6.69%

Volatility was calculated on a monthly basis. Exte of one month's data where volatility was 9datility ranged from 0.0 to 1.4. The
Company has never declared nor paid dividends profits capital stock and does not expect to enfhreseeable future.

The effects on 1995 and 1996 pro forma net incongerget income per share of expensing the estinfatedalue of stock options and shares

are not necessarily representative of the effett®porting the results of operations for futurangeas the periods presented include only one
and two years of option grants under the Compaiatss.



6. LEASES

The Company leases certain equipment and officeespader non-cancellable operating leases. Futimenum rental payments required
under the operating leases with non-cancellabtegdén excess of one year at December 31, 1996sdm@laws:

Year ended December 31,

(in thousands)

1997 $1,198
1998 1,125
1999 580
2000 322
Total $3,225

Total rent expense under operating leases was @apmtely $0.9 million, $1.1 million and $1.4 millofor the years ended December 31,

1994, 1995 and 1996, respectively.
7. INCOME TAXES

Income before income taxes consists of the follgwin

(in thousa nds)

1994 1995
Domestic $3,512 $4 ,318
Foreign 146 323
Total $3,658 $4 ,641

The provision (benefit) for income taxes for theyeended December 31, 1994, 1995 and 1996 cahsistee following:

(in thousa nds)
1994 1995
Current:
Federal $297 $( 107)
State 176 (39)
Foreign 31 3
Total current 504 (73)
Deferred:
Federal 691 1, 563
State 270 273
Total deferred 961 1, 836
$1,465 $1 ,763

$4,618




The effective income tax rate differed from theistiary federal income tax rate due to:

1994 1995 1996
Statutory federal income tax rate 34.0% 34.0% 35.0%
State income taxes, net of federal benefit 7.3 5.8 4.2
Permanent differences 2.0 0.7 0.3
Tax credits (3.3) (2.5) (0.6)
Other - - (0.8)
Effective income tax rate 40.0% 38.0% 38.1%

At December 31, 1994, 1995 and 1996, the Compadyhearnative minimum tax (AMT) and research andeliegopment (R&D) credit
carryforwards of approximately $0.6 million, $0.6@llian and $0.8 million, respectively, available affset future federal taxable income. The
carryforward period for the AMT credit is unlimiteflhe R&D credit carryforwards generally expirenfr@004 to 2008.

Deferred income taxes at December 31, 1995 and @&t the net tax effects of temporary differesibetween the carrying amounts of

assets and liabilities for financial statement psgs and the amounts used for tax purposes. Sgmifcomponents of the Company's defe
tax liabilities and assets as of December 31, E9251996 are as follows:

December 31,

(in thousands)

19 95 1996

Deferred tax liabilities:

Software revenue $(9,303) $(14,103)
Capitalized software (213) -
Depreciation (142) (215)
Other (41) (71)
Total deferred tax liabilities (9,699) (14,389)
Deferred tax assets:

Deferred state taxes 729 836
License fees 119 --
Vacation accrual 109 380
Other 274 655
Tax credits 725 798
Total deferred tax assets 1,956 2,669
Net deferred tax liabilities (7,743) (11,720)
Less current portion (2,796) (2,904)
$(4,947) $(8,816)




8. SIGNIFICANT CUSTOMERS

During 1994 one customer accounted for 16.8% ofdtmpany's consolidated revenue. This customeraaisounted for 12.6% of the
Company's 1995 consolidated revenue. In 1995 tiveratustomers accounted for 16.2% and 14.9%, réeelyc of the Company's
consolidated revenue. In 1996, the Company hae ttustomers that accounted for 14.5%, 11.4% ari®d,0espectively, of the Company's
consolidated revenue.

9. INTERNATIONAL OPERATIONS
The Company's export sales from the United State$994, 1995 and 1996 are as follows:

(in thousands)

1994 1995 1996
United Kingdom $1,515 $1,343 $3,698
Continental Europe 1,409 877 2,017
Other 1,008 114 232
$3,932 $2,334 $5,947

10. RECAPITALIZATION AND STOCK SPLIT

On December 9, 1994, the Company's Board of Dirsaeclared a fifteen-for-one split of shares 6fl$par value common stock effected in
the form of a dividend. This dividend resulted i8 willion shares of common stock being issued @untdtanding after the split. The par value
of the additional shares of common stock issuembimection with the stock split was credited to ooon stock and a like amount was
charged to additional paid-in capital to the extardilable, and the remainder to retained earnings.

On July 10, 1996, the Company increased the nuwniflgrares of common stock authorized from 9.0 aiilio 45.0 million shares. The
Company's Board of Directors approved a three-fag-gtock split in the form of a stock dividend effee on July 10, 1996. The financial
statements give effect to both stock splits fopalliods presented.

The Board of Directors is authorized, subject tdaie limitations prescribed by law, without furth&ockholder approval, to issue from time
to time up to an aggregate 1.0 million shares efd?red Stock in one or more series and to fixlter ¢he designations, preferences, rights
any qualifying limitations or restrictions of theages of each such series thereof, including thided rights, dividend rates, conversion
rights, voting rights, terms of redemptions (inéhglsinking fund provisions), redemption price oicps, liquidation preferences and the
number of shares constituting any shares or detsgrsaof such series.

11. SUBSEQUENT EVENTS

Secondary Public Offering: On January 28, 1997 Gbmpany completed a secondary public offering.8fmiillion shares of its common
stock at $30.125 per sha



REPORT OF INDEPENDENT AUDITORS

The Board of Directors
Pegasystems Inc.

We have audited the accompanying consolidated balsineets of Pegasystems Inc. as of December 83 ,atfl 1996 and the related
consolidated statements of income, stockholdetstyeqand cash flows for each of the three yeathénperiod ended December 31, 1996.
These financial statements are the responsibilithie Company's management. Our responsibilitg Esxipress an opinion on these financial
statements based on our audits.

We conducted our audits in accordance with geneaaltepted auditing standards. Those standardsedhat we plan and perform the audit
to obtain reasonable assurance about whethenthedial statements are free of material misstatemd@naudit includes examining, on a test
basis, evidence supporting the amounts and digelesn the financial statements. An audit alsoudek assessing the accounting principles
used and significant estimates made by managememtell as evaluating the overall financial statetpeesentation. We believe that our
audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial stateteeaferred to above present fairly, in all matenégpects, the consolidated financial posi

of Pegasystems Inc. at December 31, 1995 and &9@&he consolidated results of its operationsi@snthsh flows for each of the three years
in the period ended December 31, 1996, in confgrmith generally accepted accounting principles.

ERNST & YOUNG LLP

Boston, Massachusetts
February 24, 199



Exhibit 23.1
CONSENT OF INDEPENDENT AUDITORS

We consent to the incorporation by reference is #nnual Report (Form 10-K) of Pegasystems Inawfreport dated February 24, 1997,
included in the 1996 Annual Report to Stockholdd#rBegasystems Inc.

Our audits also included the financial statemehédale of Pegasystems Inc. listed in Iltem 14(ajs $bhedule is the responsibility of the
Company's management. Our responsibility is to@sgean opinion based on our audits. In our opinf@nfinancial statement schedule
referred to above, when considered in relatioméottasic financial statements taken as a wholegepts fairly in all material respects the
information set forth therein.

We also consent to the incorporation by referendbe Registration Statement (Form S-8 No. 333-89ge@rtaining to the Amended and
Restated 1994 Long-Term Incentive Plan, the 1996l&yee Stock Purchase Plan, and the 1996 Non-EraplBjyrector Stock Option Plan,
of Pegasystems Inc. of our report dated Februant2d7, with respect to the consolidated finanstatements incorporated herein by
reference, and our report included in the precegarggraph with respect to the financial statersehédule included in this Annual Report
(Form 10-K) for the year ended December 31, 199Beagfasystems Inc.

ERNST & YOUNG LLP
Boston, Massachusetts

March 26, 199°



ARTICLE 5

MULTIPLIER: 1,000
CURRENCY: US DOLLAR¢

PERIOD TYPE 12 MOS
FISCAL YEAR END DEC 31 199
PERIOD START JAN 01 199
PERIOD END DEC 31 199
EXCHANGE RATE 1
CASH 24,20:
SECURITIES 0
RECEIVABLES 14,58
ALLOWANCES 93¢
INVENTORY 0
CURRENT ASSET¢ 40,01¢
PP&E 5,48¢
DEPRECIATION (2,453
TOTAL ASSETS 66,85¢
CURRENT LIABILITIES 5,654
BONDS 0
PREFERRED MANDATORY 0
PREFERREL 0
COMMON 264
OTHER SE 30,20¢
TOTAL LIABILITY AND EQUITY 66,85¢
SALES 33,54¢
TOTAL REVENUES 33,54¢
CGS 7,452
TOTAL COSTS 7,452
OTHER EXPENSE! 16,07
LOSS PROVISION 0
INTEREST EXPENSE 85
INCOME PRETAX 12,11¢
INCOME TAX 4,61¢
INCOME CONTINUING 7,50(C
DISCONTINUED 0
EXTRAORDINARY 0
CHANGES 0
NET INCOME 7,50(
EPS PRIMARY $0.2¢
EPS DILUTED $0.2¢
End of Filing
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